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Last month we promised to bring you 
articles discussing the Revenue Act of 
1950 and many other articles, among 
them Samuel Joyce Sherman’s analy sis 
of Section 45. * * * * © F & 


| 


Through the splendid cooperation of 
several well-known contributors, you 
will find, beginning at page 1001 in 
this issue, six articles discussing the 
new law. Since printers insist that 
there is a limit to the number of pages 
that can be placed between the cover 
of a magazine—a limit which they feel 
sure an editor is not conscious of—we 





P r & Editor 
are forced to postpone the publication Henry L. Stewart 
S Washington Editor 
of Mr. herman’ s article to our Jatiuary igunie i. kas 
issue. oO ee ae ae ee Advisory Editor 
' George T. Altman 
The December issue will be filled to Business Manager 


ar : George J. Zahringer 
the limit with the very excellent papers Circulation Manager 


presented at the third annual conference M.S. Hixson 
on federal taxes sponsored by the U ni- 
versity of Chicago. ¥ . 
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‘hm MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest, reports on pending state tax legislation, 
interpretations of tax laws and other tax information, 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 
responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 


Subscription price: $6.00 per year—single copies, 50¢ 
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Taxing Limited Partnerships 
Sir: 

The writer noted a very interesting case 
wherein the government ruled that a limited 
partnership was not a partnership, but in- 


stead was actually a corporation. The facts 
are as follows: 


The case referred to was Giant Auto Parts, 
Ltd., by Jacob Frost, Julius Frost, Milton 
Frost, Irvin Frost, Seymore Frost and Marie 
Frost Levin, Formerly Doing Business as 
Giant Auto Parts, Ltd., a Partnership, CCH 
Dec. 17,185, 13 TC 307. This case was 
decided by the Tax Court recently and it 
was ruled that the Jacob Frost organization 
was taxable as a corporation. Originally it 
was organized as a limited partnership 
association under Sections 8059-8078 of the 
Code of the State of Ohio. The taxpayer 
(Giant Auto Parts, Ltd.) was engaged in 
the selling of auto parts and auto wrecking, 
and was owned by the father and his chil- 
dren. This association was carried on as a 
limited partnership under the Ohio law 
from 1938, when it was organized as such, 
until 1948—a period of ten years. 

Apparently, the difficulties started wheri 
Giant Automotive Products, Inc. was in- 
corporated during the year 1948 as succes- 
sor to the original partnership. The Treas- 
ury Department, in examining the books, 
claimed it was a corporation from 1938 and 
assessed heavy income and excess profits 
taxes, based upon the years 1942, 1943 and 1944. 

The interesting point involved is, Is it a 
partnership or is it a corporation, and, if so, 
what determines whether the association is 
a partnership or a corporation? 

In short, it seems strange to have the 
government tell the taxpayer that he is 
organized as a corporation after ten years 
of engaging in activities. 

It appears that eventually all limited part- 
nerships will be discontinued inasmuch as 
they have a tendency to be evasive insofar 
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as taxes are concerned, rather than avoid- 
ance. Originally, associations organized as 
limited partnerships were used for the pur- 
pose of limiting the liability of the partners, 
and the earlier rulings of the tax depart- 
ments seemed to allow a limited partnership. 


Now, however, under the tax regulations, 
conditions and times have changed. 


The Tax Court in the present case stated 
in its ruling that its decision does not 
necessarily mean that all Ohio State limited 
partnerships would be considered as corpo- 
rations in the future. Nevertheless, it is 
advisable to examine all limited partnerships 
in order to determine whether the govern- 
ment can later come along and claim that 
they are corporations and taxable as such. 


In this particular case, the taxpayer’s 
contention was that it was not a corporation 
because of five specific points, namely: 


(a) It was not conducted under a cen- 
tralized control or management; 

(b) There were no regular meetings held; 

(c) There were no minutes kept; 

(d) There were no officers or directors 
elected; and 

(e) It was just an intimate family affair 
in which only the father and his children 
were interested. 


On the other hand, various features of 
the Ohio law make the Giant Auto Parts 
case fit in with a corporation. Two main 
features were as follows: 


(a) Members enjoyed privileges of the 
transferability of their interests; 


(b) There was a continuity of the enter- 
prise. 

In other words, the enterprise was not 
terminated, first, by the sale of the business, 
second, by the death of a partner or, third, 
by bankruptcy. Ordinarily, under usual cir- 
cumstances, a partnership terminates with 
the death of a partner, by the sale of a busi- 
ness or by bankruptcy. 


(Continued on page 1102) 
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a 
id- 
as Meetings of Tax Men Deputy Commissioner of Internal Revenue, 
ur- will be the guest of honor, and the speaker 
TS, New York University—The following is will be Andrew Sharpe, Trial Section Chief, 
rt- a partial list of speakers who will be heard Tax Division, Justice Department. Tickets 
up. at the Ninth Annual Institute on Federal for the dinner, at $10 each, may be obtained 
ns, Taxation November 8 to 17 in New York from the secretary of the Forum, Eugenia 
City, under the sponsorship of New York J. Reynolds, 902 Broadway, New York City. 
-” University, Division of, General Education. Certified Public A 
oie (See “Tax-Wise,” TaxEs—The Tax Maga- Alabama Society of Certified Public Ac- 
zine, October, 1950, page 899, for earlier COuntants.——The Fourth Annual Federal Tax 
ed announcement.) Clinic, sponsored jointly by the Alabama 
et é Society of Certified Public Accountants and 
ls Harrison B. Clapp, Massachusetts Mutual the School of Commerce and Business Ad- 
_ Life Insurance Company, Springfield, Massa- ministration of the University of Alabama, 
n- chusetts, “Deductions of Premiums and wit] be held November 27 in Tuscaloosa. 
lat Interest Paid to Carry Insurance—Taxa- Kermit T. Hart Mobile, and H. O. Thomas, 
ch. tion of Annuities”; Albert Mannheimer, Jr., Birmingham, me eotitienn of te 
r’s attorney, Nathan, Mannheimer, Asche & Committee representing the accountants. 
on Weiner, “Insurance to Fund Stock Retire- 
ment and Buy and Sell Agreements”; National Association of Cost Account- 
bi Richard F. Barrett, attorney, Powers & ants, New York Chapter.—A forthcoming 
- Hall, Boston, “Valuation for Estate-Tax lecture in the tax forum series of discus- 
, Purposes of Property Transferred in Con- sions sponsored by the New York Chapter 
m templation of Death, Where Property Is of the National Association of Cost Ac- 
Disposed of or Changes Form Prior to  countants will be held November 30 in the 
rs Death”; David Beck, attorney, partner, National Cash Register Auditoirum, 50 
Sydney A. Gutkin, Newark, N. J., “To Rockefeller Plaza, New York City. Maurice 
air What Extent Are the Executor and Bene- Austin, of Klein, Hinds & Fink, will speak 
= ficiary Bound by Estate Tax Valuation?”’; on “Tax Problems at the Year’s End.” 
George E. Ray, attorney, Ray and Ham- The Missouri Bar.—The First Annual 
of monds, Dallas, participating in a panel dis- Tax School, sponsored by the Missouri Bar 
rts % cussion of the tax problems of the oil and will be held Vitewatier F va DM Che Little 
Hin gas industry; Robert S. Holzman, adjunct Theatre, Municipal Auditorium, Kansas City. 
professor of finance, New York University peaind and speakers will ahinde: “Tax 
he Graduate School of Business Administra- Seakibeen in Divorce Cases and Alimony 
tion, “Repairs Versus Capital Expenditures” ; Settlements,” by Willard W. Pedrick, lec- 
or - Martin Atlas, attorney, Washington, D. C., turer, School of Law, Northwestern Uni- 
ae Recoveries and the Tax Benefit Rule”; versity ; and “Wills and Estate Tax Planning,” 
ot | Seymour S. Mintz, wrery for Hogan and by Merle H. Miller, of Ross, McCord, Ice 
Ss, pyr pete eis D. prez | as chair- gy Miller, Indianapolis, formerly head of the 
rd, os eg aaa be aR ems Con- Interpretative Division, Office of Chief 
ir- Tae tee See ne ee Counsel, Bureau of Internal Revenue. 
ith Federal Tax Forum.—The Annual Fed- The Hotel Phillips in Kansas City will 
si- eral Tax Dinner of the Federal Tax Forum be headquarters for the Tax School. Tui- 
will be held November 9 at the Hotel tion fee for all registrants is $10. Chairman 
2) Roosevelt in New York City. E. I. McLarney, of the enrollment and registration committee 
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is Charles C. Shafer, Jr., 801 Scarritt Build- 
ing, Kansas City 6, Missouri. 


Tax Institute, Inc—The Tax Institute, 
Inc., will hold a symposium December 8 to 
9 in Philadelphia on the excess profits tax. 
Chairman of the program committee is Ken- 
neth W. Gemmill, of Barnes, Dechert, Price, 
Myers & Clark, Philadelphia. 


Marquette University—An Institute on 
Taxation was held October 19 to 21 at 
Marquette University, presented by the 
Marquette College of Business Administra- 
tion in cooperation with the Wisconsin Bar 
Association, the National Association of 
Cost Accountants and the Wisconsin Society 
of Certified Public Accountants. Speakers 
included Boris Kostelanetz, New York 
City attorney; Hugh Bickford, Washington, 
D. C. attorney, formerly with the federal 
income tax unit; John Kiley, division coun- 
sel of the Chicago Bureau of Internal Reve- 
nue; and William B. Minahan, Milwaukee, 
assistant secretary for the Northwestern 
Mutual Life Insurance Company. 


Chicago Tax Club—The Chicago Tax 
Club met October 18 to hear a talk on 
“Some Current Tax Questions Affecting 
Pension Plans.” The speaker was Nathaniel 
H. Seefurth, of the firm of Seefurth and 
McGiveran, pension underwriters, Chicago. 


American Bar Association.—The Section 
of Taxation of the American Bar Associa- 
tion met in Washington, D. C., September 
17. The meeting of about 500 lawyers 
unanimously adopted a set of resolutions 
concerning the failure of administrative 
practices in the Excess Profits Tax Council 
in relation to Section 722 cases. 


New England State Tax Officials —The 
Thirty-eighth Annual Conference on Taxa- 
tion was held October 3 to 5 in Poland 
Springs, Maine, under the auspices of the 
New England State Tax Officials Conven- 
tion. Dean Erwin N. Griswold of the Har- 
vard Law School was the principal speaker 
at the dinner session. 


Census of Governments 


Federal reporting of basic statistics on 
state and local governments has been placed 
on a firmer footing by Public Law 767 of 
the Eighty-first Congress, signed by Presi- 
dent Truman on September 7. 

The legislation requires that a complete 
“census of governments” be taken for 1952 
and each five years thereafter, covering at 
least the subjects of “taxes and tax valua- 
tions, governmental receipts, expenditures, 


indebtedness, and employees.” 
law replaces a part of the old Census Act 
of 1902, which merely authorized—but did 
not require—that such a census be taken 


The new 


every ten years. Periodic reporting of 
bench mark (a mark affixed to furnish a 
datum level) statistics is thus placed on a 
statutory basis like that which applied to 
the quinquennial censuses of manufacturing, 
trade and service industries and agriculture. 


The first major undertaking under the 
new law will be the Census of Governments 
for 1952 for which preliminary preparation 
has already begun. In planning the content 
and coverage, the Census Bureau has sought 
the help of a representative group including 
state and municipal officials, economic re- 
search agencies, professors of political 
science and economics, and others directly 
interested in governmental statistics. 


The first major phase of the survey will 
involve identification and listing of all local 
governments in the gation. This task, which 
is essential to the later gathering of finan- 
cial and employment figures for all govern- 
ments, will also provide new bench marks 
on numbers of governments. The Census 
Bureau expects to publish such figures by 
early 1952, bringing up to date the count 
last made for 1942, when over 108,000 
school districts and 46,000 other local gov- 
ernments were reported to exist. 


Subsequent phases of the survey, as now 
planned, will relate to realty valuations for 
property taxation, public employees and 
payrolls, and governmental finances. Cen- 
sus reports on these various subjects are 
being scheduled for publication at intervals 
from 1952 until mid-1954. 


Wisconsin’s Emergency Tax 


The question of whether the Wisconsin 
thirty per cent emergency tax is constitu- 
tional when applied to an estate which is 
partly within and partly without the state 
has again been taken to the United States 
Supreme Court. The Wisconsin Supreme 
Court had decided that the emergency tax 


constitutionally could be applied to the ad- | 


ditional estate tax designed to absorb the 
eighty per cent credit, even in the case of 
a decedent who left property within and 
without the state, if the additional estate tax 
was apportioned between Wisconsin and 
out-of-state property. 

In 1948, in this same estate, the Wiscon- 
sin Supreme Court held that the thirty per 
cent emergency tax was constitutional and 
could be levied against the entire additional 
estate tax, thereby sustaining the tax de- 
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partment’s computation. The tax depart- 
ment had computed the normal Wisconsin 
inheritance tax. 


It then subtracted the amount of this tax, 
plus taxes paid to Florida and Illinois (states 
in which the balance of the estate was located) 
from eighty per cent of the basic federal 
estate tax, to determine the Wisconsin addi- 
tional estate tax. The thirty per cent emer- 
gency tax was applied to the total of the 
normal Wisconsin inheritance tax and the 
additional estate tax. 


The United States Supreme Court re- 
versed that decision and held that the thirty 
per cent emergency tax was unconstitutional 
as applied by the tax commission in that it 
was measured in part by the value of real 
and tangible property outside Wisconsin. 


1950 State Collections 


State tax revenue in the 1950 fiscal year 
amounted to $9 billion, a rise of 7.4 per cent 
over the $8.3 billion collected in 1949. (Data 
from the Census Bureau are for state fiscal 
years that end on June 30, except for six 
states with earlier closing dates—three in 
the spring and three between the preceding 
August and December.) Statistics on state 
revenue in 1950 from nontax sources were 
not available. In fiscal 1949, the states 
received $2.6 billion from such sources, in- 
cluding $1.7 billion in aid from the federal 
government. 


Total tax collections of the forty-eight 
states have increased each fiscal year since 
1933. The 1949-1950 rise of $618 million 
was somewhat larger than that of the pre- 
ceding year, but it was substantially less 
than the 1947-1948 rise of $1,101 million. 
That record rise was partly a result of the 
enactment in 1947 by many states of new 
taxes and tax-rate increases. 


Only a small portion of total state tax 
yields in 1950 -was derived from newly im- 
posed. taxes. However, the rather wide- 
spread increases made in 1949 in the rates 
of some established taxes—especially those 
on income and on sales of motor fuel, to- 
bacco and liquor—no doubt contributed more 
significantly to the volume of state tax 
revenue. Per capita amounts in 1950 ranged 
from $98 in Washington down to $39 in 
New Jersey. The all-state average was $61. 


Tax Injunction 


A case before the South Dakota Supreme 
Court brought a ruling on the enjoining of 
tax collection. An injunction cannot be is- 
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sued to restrain the collection of the motor 
carrier compensation fees because such fees 
are imposed for the purpose of raising reve- 
nues, and the statutes prohibit the granting 
of injunctions which seek to restrain the 
collection of revenue. (Philard, Inc., et al. 
v. Ruff et al., CCH Souta Dakota Tax 
Reports { 51-201, S. D. Sup. Ct., February 
15, 1950.) 


Preliminary Census Figures 


Officials of cities and counties in the 
State of Washington may rely on preliminary 
federal census estimates for changes in classi- 
fication of local governments even though 
such estimates are subject to later correc- 
tion, according to two opinions by the 
Attorney General. 


Since the assessment and collection of 
property taxes and municipal licensing pow- 
ers vary as to classification, the two opinions 
are significant, since the final 1950 federal 
census figures have not as yet been released. 


Withholding Income Tax 


The increase in withholding income tax 
under the new Federal Revenue Act has 
focused attention on the entire subject. Here 
is a brief review of state and local govern- 
ment withholding requirements: 


Delaware and Oregon require withhold- 
ing of income tax from resident as well as 
nonresident individuals. California, Indiana, 
Iowa, Kentucky, Maryland, New York and 
Vermont require withholding only in the 
case of nonresident individuals. Addition- 
ally, Arkansas and Louisiana authorize the 
tax administrator to require withholding 
from any taxpayer whenever the same is 
deemed necessary to insure collection of 
taxes. 


City income or wage taxes universally 
require the tax to be withheld by the em- 
ployer. A withholding tax was inaugurated 
in Philadelphia in 1939. In Kentucky, 
Louisville and Paducah have income taxes 
collected by withholding. Other cities are 
Columbus, Dayton, Springfield, Toledo 
Warren and Youngstown in Ohio, and 
Philadelphia, Scranton, Altoona, Erie, 
Johnstown and almost 180 other local taxing 
districts in Pennsylvania. 


Coffin Nails 


Call them what you will, cigarettes are 
a popular commodity and an important 
source of revenue by taxation. Nation-wide, 


997 








2,300 cigarettes: were consumed per capita 
in 1949, down about one pack per person from 
1948.. Heaviest smokers were in Delaware, 
District of. Columbia, Nevada and Vermont. 
The report was in Tax Administration News, 
taken from government figures on cigarette 
tax yields. -: 


Per capita cigarette consumption in states 
which segregate yields from cigarette levies 
was about 2,260 in 1949, about four per cent 
below the national average. But in these 
states consumption was about two packs 
per person greater than in 1948. 


In measuring the clouds of smoke billow- 
ing up in the various states, some qualifica- 
tions must be made. Some of the figures 
were boosted by purchases from out-of- 
state mail order houses and from nearby 
nontax states. Furthermore, census figures 
on population indicate that some of the 
leading cigarette-smoking states got that 
way by attracting great crowds of visitors. 


Every year national per capita cigarette 
consumption has exceeded that of the ciga- 
rette tax states. Whether this has been due 
to greater consumption in the nontax states 
or to tax evasion in the taxing states cannot 
be determined. But it is significant that in 
view of the drive in 1949 to cut down on 
evasion, per capita consumption in the tax- 
ing states came closer to the national aver- 
age than in any other postwar year. 


Hare Beats Tortoise 


Last January, with the President’s tax 
message, the new tax legislation started at 
a turtle’s pace and finally became law on 
September 23. Uncle Sam’s fleet neighbor 
to the north got its budget message on 
September 7, raising corporate income and 
excise tax rates in Canada and making a 
number of technical changes. Fight days 
laier the changes were formalized into stat- 
ute by Parliament and Royal Assent. The 
new rates apply from the moment of read- 
ing of the budget message on the floor of 
Parliament. 


Some of the advantages that Canada had 
in the so-called race are obvious. For in- 
stance, Korea piled a rather heavy load on 
the poor laboring tortoise. 


Sweet Are the Uses of Publicity 


Iran used to be a paradise for the privi- 
leged rich. They ignored income tax and 
got away with it. Then last June a new 
Premier General came into power. He had 
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a reputation as a strong man. After due 
warning, he has started broadcasting by 
radio the names of the delinquents and the 
amounts they owe, and has started seizing 
lands and other property. The story was 
told in the New York Times. 


Some of the property seized included auto- 
mobiles, and many of the de-privileged were 
walking or taking taxis. Most of the rich 
never had paid any income tax. The tax 
law had been effective only for persons 
without influence. Previous to the present 
drastic procedure, when lists of delinquents 
were sent out to officials, the should-be 
taxpayers ignored all summonses to pay. A 
seven-year plan of national improvement 
had come to a virtual standstill, so the 
collection of the back income taxes, and 
many other taxes that have gone unpaid by the 
privileged, are of great current importance. 


Taxes on the Ballot 


On this coming election day voters will 
be asked to vote on 227 state-wide proposi- 
tions in thirty-four states. The list includes 
constitutional amendments and proposals placed 
on the ballots by petition of the electorate. 


They range from plans to legalize gam- 
bling in California and Arizona, prohibit 
personal property taxes in California, impose 
prohibition in Arkansas, grant a soldier 
bonus in Oregon, West Virginia and Mon- 
tana, and validate the 1949 gasoline tax 
increase in Nebraska, to a plan to levy a 
state-wide property tax in excess of con- 
stitutional limitations for additional school 
revenue in Oregon. 


Louisiana voters will get a ballot with 
twenty-four proposals, including plans to 
refund taxes on motor fuel used in aircraft 
and “in any boat used to transport children 
to school.” 


Georgia will vote on four proposals, one 
of which would offer $100,000 to any person 
or organization who is the first to bring ina 
commercial oil well in the state. In addi- 
tion, Georgia voters will find thirty-three 
county and city proposals on their ballots, 
most of them on bond issues and school 
plans. South Carolina will vote on three 
proposals, one a plan to repeal the poll tax in 
state and municipal elections. 


Only twelve states refrained from sub- 
mitting propositions at the coming general 
election. Delaware has no provision for sub- 
mitting propositions to the electorate, while 
Maine voters went to the polls in September. 
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Excess Profits Hearings . . . 
New Form 1040 


Washington Tax Talk 





Congress 


Chairman Doughton of the House Ways 
and Means Committee has announced that 
the committee has scheduled public hearings 
on an excess profits tax to begin on Wednes- 
day, November 16, 1950. 


Supreme Court 


On October 2 the Supreme Court con- 
vened for the October Term, 1950-1951. 
Awaiting action by the Court this term are 
two tax cases on the appellate docket: U. S. 
v. Security Trust & Savings Bank, relating 
to the priority of federal tax liens over sub- 
sequent judgment liens of a private creditor 
where the creditor attached the property 
before the imposition of the tax liens (CA-4 
opinion at 45-2 ustc J 9442); and Harris v. 
Commissioner, relating to gift tax liability 
after a property settlement entered into 
incidental to a divorce (CA-2 opinion at 
50-1 ustc J 10,746). 

Certiorari has been applied for in two 
other tax cases: Clawson & Bals, Inc. v. 
U. S., 50-1 ustc § 9317, where a regrinder of 
automobile connecting rods was held to be 
a manufacturer and therefore subject to the 
excise tax prescribed by Code Section 3403, 
even though the process added virtually no 
new parts; and Mettler & Sons v. Commis- 
sioner, 50-1 ustc { 9306, where the Com- 
missioner’s disallowance of part of the 
compensation paid to the five stockholders 
of a family farming corporation was sustained. 


Commissioner 


New Form 1040.—Along with the new 
tax law comes a new Form 1040. There 
are changes on each of the four pages of the 
form. Page 1 of the 1949 return included 
three separate figures for dividends, interest 
and other income (numbered respectively as 
Items 3, 4 and 5). Those three figures are 
now grouped together in Item 3, which 
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reads: “If you received dividends, interest, 


or any other income, give details on page 2 
and enter the total here. . . .” Aside from 
this change, Page 1 of the new form re- 
quires the same information as last year. 


Page 2 of the new form has a very differ- 
ent general appearance from Page 2 of the 
old form, but the information required is 
only slightly more detailed. Nine separate 
schedules of “other income” (Schedules A 
through I) replace the former seven sched- 
ules (A through G). The new Schedule A 
requires a detailed statement of income from 
dividends and the names .and addresses of 
the declaring corporations. The new Schedule 
B requires a breakdown of interest income 
and the names and addresses of payors. 
Whereas Schedule C of the 1949 return 
required an entire profit-and-loss statement, 
the new Schedule C has space only for the 
single figure showing net profit or net loss 
from the taxpayer’s business or profession; 
a separate Schedule C will now be required 
to show the information formerly shown on 
Form 1040 itself. The remainder of the 
new Page 2 requires the same information 
as previously, though under different sched- 
ule names. 


Page 3 of the new Form 1040 requires the 
same information as previously, but the tax 
rates are changed to reflect the provisions 
of the Revenue Act of 1950. The 1950 
rates are increased by means of a decrease 
in the reduction of the tentative tax as 
follows: 


For Bracket (a) of Lines 7 and 11 (tenta- 
tive tax not over $400), the 1949 tentative 
tax was reduced by seventeen per cent of 
the amount of the tentative tax; for Calen- 
dar Year 1950 the reduction is thirteen per 
cent of the tentative tax. 


For Bracket (b) of Lines 7 and 11 (tenta- 
tive tax over $400 but not over $100,000), 
the 1949 tentative tax was reduced by $68 
plus twelve per cent of the excess of the 
tentative tax over $400; for Calendar Year 
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1950 the reduction is $52 plus nine per cent 
of the excess over $400. 


For Bracket (c) of Lines 7 and 11 (tenta- 
tive tax over $100,000), the 1949 tentative 
tax was reduced by $12,020 plus 9.75 per 
cent of the excess over $100,000; for Calen- 
dar Year 1950 the reduction is $9,016 plus 
7.3 per cent of the excess over $100,000. 

Individuals filing their returns on Short 
Form 1040 will find the rate changes re- 
flected on Page 4. For example, a taxpayer 
with income of $4,975 and only one exemp- 
tion will now pay a tax of $724, whereas his 
tax for Calendar Year 1949 on the same 
income would have been $695. 


The new form for the separate Schedule 
C is not yet available. The new blanks for 
Form 1040 are expected to be available at 
collectors’ offices by November 1. Form 
1040F Y for fiscal year taxpayers should also 
be available by November 1. 


Acquiescence.—The Commissioner has an- 
nounced acquiescence in the following deci- 
sions of the Tax Court: 


A. B. & Container Corporation, CCH Dec. 
17,641. In this case a partnership, engaged 
in the paper box business, purchased the 
assets of a textbook sales corporation (the 
taxpayer) which was operating at a loss 
because of the war. Shortly thereafter, the 
partnership was dissolved, its assets were 
transferred to the corporaton, and the text- 
book business was liquidated. The Tax 
Court held that the Commissioner could not 
disregard the loss sustained by the textbook 
branch of the business, nor the carry-over 
of the net operating loss and unused excess 
profits credit attributable to the textbook busi- 
ness, since there was only one corporation. 


ACF-Brill Motors Company, CCH Deg. 
17,499. In this case the Tax Court held 
that contested state taxes were deductible 
by an accrual-basis taxpayer in the year that 
judgment was rendered by the state court, 
even though mathematical computation of 
the exact amount due might not have been 
made until the following. year. 


Bein and Vance, CCH Decs. 17,682 and 
17,689. The Tax Court held in these cases 
that, where taxpayer-partners, only one of 
whom was active in management, made gifts 
of their interests in a theater partnership to 
their wives, the manager-taxpayer continuing 
his management as a part-time employee, 
the successor partnership formed by the 
wives was valid and taxpayers were not 
taxable on their wives’ shares of the profits. 


Lawyers Title Company of Missouri, CCH 
Dec. 17,703. It was held in this case that a 


: title insurance company sustained an ordi- 
nary loss on the sale of foreclosed property 
on which it had completed the partially 
constructed improvements. 


Lilly, CCH Dec. 17,699. In this case it 
was held that: (1) Where the taxpayer—a 
partner in an optical company—reasonably 
believed that he was entitled to deduct 
“kickbacks” paid to eye doctors, the five 
per cent negligence penalty should not be 
imposed even though the amounts paid to 
the eye doctors were in fact not deductible; 
(2) The entire income from an optical com- 
pany was not taxable to the taxpayer where 
his wife purchased the company’s assets 
from him with a promissory note and sub- 
sequently discharged the note by a convey- 
ance to him of a fifty-one per cent interest 
in the business, since there was a genuine 
intent to carry on the business in partner- 
ship; (3) A bonus for prior service paid by 
the operator of an optical company to the 
manager of a local branch was properly de- 
ductible in determining the net income of 
the operator of the company, since there 
was a promise at the beginning of the year 
that there would be such a bonus if the 
operation of the branch were successful; 
(4) The taxpayer’s wife, who rendered serv- 
ices before and after the formation of the 
partnership, was a partner with her husband 
in the optical business. A main point of 
the decision (on which the Commissioner 
won and which consequently is not involved 
in the acquiescence) was that “kickbacks” 
by an optical company were not deductible. 


Richardson, CCH Dec. 17,576. The Tax 
Court held in this case that a serviceman 
who wrote a novel based on his war expe- 
riences could include, for long-term com- 
pensation purposes, the war period during 
which he made memoranda of his experiences. 


Nonacquiescence.—T he Commissioner has 
announced nonacquiescence in the follow- 
ing decisions: 


Moffett, CCH Dec. 17,548. The taxpayer 
in this case was a life annuitant under cer- 
tain annuity contracts purchased by her de- 
ceased husband, and the annuity contracts 
were included in the husband’s gross estate 
for estate tax purposes at a compromise 
valuation. The Tax Court held that the 
taxpayer could amortize the estate tax lia- 
bility over her life expectancy. 


Flato, CCH Dec. 17,706. It was held in 
this case that capital gain, rather than ordi- 
nary income, resulted from the sale of 
breeding cattle. 
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Analysis and Outlook —— 
The Revenue Act of 1950 


By PAUL J. FOLEY and ROBERT E. LOSCH 


TMHIS REVENUE ACT of 1950 is de- 
finitely an interim bill, but a vitally im- 
portant one. 


Congress was kept in session for several 
extra days for the purpose of completing 
the revenue bill, yet it left many collateral 
issues still unsettled. Now, as seldom be- 
fore, attention must be given to the enact- 
ments yet to come as well as to this act 
itself, 

The issues later enumerated which were 
traded off in the waning hours are tem- 
porary compromises and will be reopened 
very soon. However, they may be con- 
sidered in a more heated or temperate 
atmosphere depending upon such things as 
the tide of international affairs. This is 
particularly true of the proposed excess 
profits tax for corporations. Originally re- 
ported by the Ways and Means Committee 
of the House’as a bill (H. R. 8920) to reduce 
excise taxes and for other purposes, it was 





converted into a bill to raise revenues when 
it became apparent that there would be sub- 
stantial increases in defense and related 
expenditures as a result of military action 
in Korea. Many important provisions of 
the original bill as approved by the House 
and subsequent amendments’ made by the 
Senate were thrown “unceremoniously into 
the waste basket” with little or no comment 
other than that they were in need of further 
study and consideration. 


The conferees consisted of appointees 
from both the House and the Senate, and 
the technical advisors consisted of repre- 
sentatives of the Joint Congressional Staff 
on Internal Revenue as well as representa- 
tives of the Treasury Department. Besides 
criticism of the act itself, a great amount 
of criticism has been directed at the pro- 
cedural device whereby the Treasury De- 
partment is allowed representation in closed 
conferences between the House and Senate 


Paul J. Foley, attorney and CPA, is a member of the firm of Foley & Foley, 
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R. 8920 consisted of 192 amendments 








conferees for the purpose of writing a tax 
bill. Obviously, the influence exerted by 
the Treasury Department in such confer- 
ences could easily create much serious bias 
in the tax law. 

This being an election year and Congres- 
sional members who are up for re-election 
being anxious to “pull up stakes” and return 
to their home districts were factors resulting 
in the committee’s use of horse-trading 
tactics. Necessity of such tactics became 
apparent in the waning hours of the con- 
ference, when no satisfactory compromise 
had been reached and the possibility that 
the Revenue Bill would not be approved 
during this session of Congress loomed on 
the horizon. Consequently, the joint con- 
ferees were compelled to compromise on 
many issues. The House conferees gave up 
the following loophole-closing provisions in 
order to get a tax bill: 

(a) The taxation of the interest element 
when life insurance is paid in installments. 

(b) The taxation as ordinary income of 
dividends paid out of corporate earnings 
and profits accumulated prior to March 1, 
1913, or out of appreciation in the value of 
property which occurred before that date. 

(c) The liquidation of foreign subsidiaries. 
The joint conferees decided that the pro- 
vision revising the tax treatment of the 
liquidation of foreign subsidiaries of domes- 
tic corporations should be considered in deal- 
ing with the point-four program. 

(d) The reduction of interest on refunds 
from six to three per cent. 

(e) House conferees were forced to re- 
cede on their provisions requiring a ten 
per cent withholding tax and dividend and 
patronage refunds. 

(f) Another provision sponsored by thé 
House was deleted in conference. It re- 
duced the holding period for computing 
capital gains from six to three months. 


(g) Percentage depletion allowances pro- 
vided for in the House bill whereby certain 
nonmetallic minerals would be added to 
those now eligible to receive the five per 
cent and fifteen per cent depletion rate and 
increases in the percentage depletion on coal 
from five to ten per cent were eliminated. 


(h) The House conferees were also un- 
able to keep in the bill the provision deal- 


ing with the sale or exchange of business 
property’ and its applicability to cattle and 
livestock. Although the original House bill 
made no change in the existing law regard- 
ing gain from the sale of livestock used for 
dairy or breeding purposes, the Senate bill 
included a floor amendment specifically pro- - 
viding that cattle-used for breeding or dairy 
purposes should be entitled to capital gain 
treatment as property used in a trade or 
business.” This amendment was eliminated 
in the joint conference because of the in- 
equality of dealing only with cattle to the 
exclusion of all other livestock. 


Amendments Given Up by Senate 


Several very important Senate amend- 
ments to the House bill also had to be 
“traded off’ during the closing hours of 
the joint conference. The most important 
of these was the provision liberalizing the 
treatment of family partnerships‘ which 
received overwhelming support upon the 
floor of the Senate. Senate conferees unable 
to reach a satisfactory compromise finally 
agreed to “give up” the amendment in return 
for the deletion from the bill of the House 
provision for a ten per cent withholding tax 
on dividends and the taxation of life insur- 
ance companies for the years 1947 and 1948. 


In addition to the family-partnership 
amendment, the conferees eliminated the 
Senate provision on “spin-offs” and capital 
gain and loss treatment for the assignment 
of certain oil, gas and mineral rights. -There 
were also many clarifying amendments made 
to the Senate amendments by the conferees 
before a final settlement was reached. 


Future Tax Laws 


The new act is recognized in tax and 
Congressional circles as strictly an interim 
revenue measure. Although much dissatis- 
faction with the Revenue Act of 1950 has 
been aired publicly upon the floor of both 
chambers and elsewhere, we are reminded 
that the new act is strictly an emergency 
measure to raise new revenue necessitated 
by the present war situation. To accom- 
plish this object as quickly as possible, it 
was decided that many disputable issues 
eliminated in conference would be revived 





2 Code Section 117 (j). 

*The conferees believed the whole subject 
should have further study and legislation. 
Pending such further study and legislation the 
conferees expressed the hope that the Treasury 
would follow Albright v. U. 8., 49-1 ustc { 9215, 
173 F. (2d) 339 (1949), which treats the gain 


1002 





from the sale of livestock used for dairy or 
breeding purposes as a capital gain instead of 
ordinary income. 

* Report of the Committee on Finance, United 
States Senate, Report No. 2375 (family part- 
nerships, p. 60). 
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after Congress reconvenes, at which time 
a new tax bill will be formulated in the House. 


Section 701 of the Revenue Act of 1950 
makes it mandatory for the respective com- 
mittees to report an excess profits tax bill 
to the House and Senate as early as possible 
during the Eighty-first Congress after No- 
vember 15, 1950, if Congress is in session 
after that date, and if Congress is not in 
session in 1950, the bill should be reported 
as early as practicable during the first ses- 
sion of the Eighty-second Congress. It 
was further agreed that the bill should be 
retroactive to July 1 or October 1, 1950. 
Although there is no such mandatory provi- 
sion to take up family partnerships, the 
ten per cent withholding provision for divi- 
dends and a provision for treating the gain 
from the sale of livestock used for dairy 
purposes as a capital gain instead of ordi- 
nary income, Congress is certain to consider 
these issues in the future tax bill. 


The “trading off” of the Senate amend- 
ment concerning family partnerships in 
arriving at a satisfactory compromise was 
most unfortunate. This is a matter which 
definitely should receive top priority in a 
future tax measure because of the confu- 
sion in administrative and judicial deter- 
mination of a valid family partnership. 
Obviously, to eliminate the confusion in 
this field and to eliminate present inequities, 
a positive statutory statement of controlling 
principles is required. 


Provisions of Revenue Act of 1950 


The following is a panoramic analysis of 
the important provisions of the Revenue 
Act of 1950 as finally approved by the joint 
conferees and as signed by the President: 


New Tax Rates 


The Revenue Act of 1950 increases, for 
taxable years beginning after June 30, 1950, 
the high of corporate taxes from thirty-eight 
per cent to forty-five per cent through the ap- 
plication of a flat tax rate of twenty-five per 
cent of the normal tax net income and a surtax 
to twenty per cent of the amount of the cor- 
poration surtax net income in excess of 
$25,000. The full change will not be effective 
until 1951 and subsequent years. Unlike 
corporations, the increase in individual tax 
liability does not result from increased nor- 
mal and surtax rates but rather from the 
elimination of the percentage reductions in 
the wartime individual income taxes made 


by the Revenue Acts of 1945 and:1948. This 
has the effect of increasing the effective 
starting rate from 16.6 to twenty per cent 
and the top rate from eighty-two to ninety- 
one per cent. As in the case of the corpo- 
rate tax increase, the full increase will be 
effective in 1951 and subsequent years. 
For corporations, July 1, 1950, is the date 
from which will be determined what rates 
are applicable to the corporation, with the 
exception of those corporations which are 
on a calendar-year basis. October 1, 1950, 
is the important date for individuals, part- 
nerships and trusts in determining income 
tax liability under the new rates. Further- 
more, the new act does not affect the in- 
crease in personal exemptions and depend- 
ency credits made in the Revenue Acts of 
1945 and 1948, nor does it interfere with 
the policy of splitting income on joint returns 
of husband and wife, as adopted in the Rev- 
enue Act of 1948, or the three percentage- 
point reductions of surtax marginal rates 
imposed under the 1945 act. 


Individual Tax Rates 


There are four bases for the calculation 
of individual income tax liability under the 
new law: (1) taxable year beginning after 
September 30, 1950, (2) calendar year 1950, 
beginning January 1, 1950, and ending De- 
cember 31, 1950, (3) taxable year beginning 
before October 1, 1950, and ending before 
September 30, 1950, (4) taxable year be- 
ginning before October 1, 1950, and ending 
after September 30, 1950. 


Normal tax rates on individuals whose 
taxable years begin after September 30, 1950, 
are three per cent of the amount of net 


- income in excess of credits against net in- 


come or the alternative tax which may be 
elected if adjusted gross income is less than 
$5,000. The surtax rates for this basis are 
the same as those in effect prior to the 
enactment of the new act. Therefore, it 
is apparent that the normal tax and surtax 
rates have not changed and the increase in 
tax liability does not result from an increase 
in rates of normal tax and surtax but rather 
from the elimination of the reduction in the 
tentative normal tax and surtax. In other 
words, the new law has eliminated the flat 
five per cent cut that was adopted in 1945 
and the graduated percentage cuts adopted 
in 1948. The aggregate reductions were 
seventeen per cent on the first $400 of tenta- 
tive tax, twelve per cent of that part of 
the tax in excess of $400 and not in excess 
of $100,000, and 9.75 per cent of the taxes 





5 Code Section 12 (b). P 
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in excess of $100,000. This means that the 
individual’s “tentative tax” as shown on the 
taxpayer’s income tax return will become 
his final tax. 


For those taxpayers whose basis is the 
calendar year 1950, the normal tax and sur- 
tax liability is determined in the identical 
way as for basis one, above, but the tax- 
payer whose basis is the calendar year 1950 
shall be allowed an aggregate reduction of 
the tentative normal tax and surtax amount- 
ing to seventy-five per cent of the old re- 
duction rates. The reduction applicable to 
taxpayers who fall within this basis shall 
be thirteen per cent of the first $400 of tenta- 
tive tax, nine per cent of that part of the 
tentative tax between $400 and $100,000, and 
7.3 per cent of that part of the tentative 
tax in excess of $100,000. The new law 
further provides, for taxpayers who use this 
basis, that in no event shall the combined 
normal tax and surtax for such taxable year 
exceed eighty per cent of the net income. 


It is also imperative to realize that all 
income earned during 1950 by a taxpayer 
whose basis is the calendar year shall be 
subject to the increased tax rates. The fact 
that an individual may receive all his income 
prior to the October 1, 1950, effective date 
on which the new rates go into effect or sub- 
sequent to that date is immaterial. All 
taxpayers on a calendar-year basis will find 
themselves in the same boat for tax pur- 
poses, regardless of the month or months 
when income was earned. 


The third basis for the calculation of tax 
liability for the individual taxpayer is “other 
taxable years beginning before October 1, 
1950, and ending before September 30, 1950.” 
The normal and surtax calculations are the 
same as for bases one and two, above, the 


_ distinguishing element being the difference* 


in the tentative normal tax and the tentative 
surtax reduction rates from the previous 
two bases. In other words, for individuals 
on a fiscal-year basis, income for years end- 
ing prior to October 1, 1950, will be subject 
to rates imposed under the old law and to 
the seventy per cent limitation on taxes. 
When the fiscal year begins prior to Oc- 
tober 1, 1950, and ends subsequent to that 
date, basis four, the year will beedivided 
into two parts for the purposes of taxation. 
To the extent of that portion of the taxable 
year preceding October 1, 1950, the indi- 
vidual will be taxed at the individual tax 
rates in existence prior to the new act. Tax 
liability for the portion of the fiscal year 
after September 30 is to be determined, also 


on a pro-rata basis, in the identical manner 
as for taxpayers whose taxable year begins 
after September 30, 1950, or, in effect, under 
the rates imposed under the new act for 
1951 and subsequent years. 


The withholding rates on individuals’ in- 
come has also been increased from fifteen 
per cent to eighteen per cent with respect 
to all wages or salaries paid on or after 
October 1, 1950. Because of the various 
percentage changes in the individuals’ tax 
liability, the new tables reflect such increases. 


Corporate Tax Rates 


Let us now proceed to analyze the cor- 
porate rates under the Revenue Act of 1950. 
The new rates are effective as of July 1, 
1950, but the full change will not be felt 
until 1951 and subsequent years. The old 
rate system began at twenty-one per cent 
of the first $5,000 of net profit, rose to 
twenty-three per cent on the next $15,000, 
increased to twenty-five per cent on the next 
$5,000, with a top-notch rate of fifty-three 
per cent between $25,000 and $50,000, and 
leveled off to a flat rate of thirty-eight per 
cent for a corporate profit over $50,000. 
This system, which was intended to give 
a tax advantage to small corporations well 
below $25,000, has been scrapped. A gradu- 
ated tax with a flat rate of twenty-five per 
cent of the normal tax income and a surtax 
of twenty per cent in excess of $25,000 for 
taxable years beginning after June 30, 1950, 
has been substituted for the former rates. 

For the corporation as well as for the 
individual taxpayer, there are four bases for 
determining 1950 tax liability under the new 
Revenue Act. The corporate bases differ 
from the individual bases in the effective 
date of imposition of taxes as well as in the 
rates. The effective corporate date is July 
1, 1950, whereas the effective date for the 
individual taxpayer is October 1, 1950. The 
four corporate bases are: (1) taxable years 
beginning after June 30, 1950, (2) calendar 
year 1950, taxable year beginning January 
1, 1950, and ending December 31, 1950, 
(3) 1950 fiscal years ended before July 1, 
1950, and (4) fiscal years beginning before 
July 1, 1950, and ending after June 30, 1950. 

Corporate tax liability as determined under 
basis one, the taxable year beginning after 
June 30, 1950, is calculated by applying a 
normal tax of twenty-five per cent of the 
normal tax income and a surtax of twenty 
per cent of the amount of the corporation’s 
surtax net income in excess of $25,000. 
Obviously, basis one is the most important 





® Code Section 12 (c). 
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of the four, as it sets forth the tax rates 
to be used in the calculation of corporate 
tax liability for 1951 and subsequent years 
and will amount to a substantial’ annual 
increase in corporate income tax revenues. 
Actually, the annual increase in corporate 
income tax revenue will be somewhat offset 
by the actual reduction in individual income 
tax revenue resulting from lower dividend 
payments flowing from the increase in the 
corporate rate. 


For those corporations whose taxable 
year is based upon the calendar year 1950, 
beginning January 1, 1950, and ending De- 
cember 31, 1950, a normal tax of twenty- 
three per cent of the normal tax net income 
and a surtax of nineteen per cent of the 
amount of the corporations’ surtax net in- 
come in excess of $25,000 are levied. The 
impossibility of applying the tax increase to 
only the portion of the income received after 
July 1, 1950, without discriminating against 
corporations who receive more than half 
of their income during the latter half of the 
calendar year is the principal’ reason for the 
special corporate rates for the calendar year 
1950. 


The third basis is for those fiscal-year 
corporations whose 1950 year ended before 
July 1, 1950. The tax liability of corpora- 
tions falling within this category is based 
on the rates in effect prior to the passage of 
the new act. 


Provisions for fiscal-year corporations be- 
ginning prior to July 1, 1950, and ending 
after June 30, 1950, constitute the fourth 
basis. The effect of this section is to apply 
the new tax rates to that portion of the tax- 
able year subsequent to June 30, 1950, and 
apply the old tax rates to that portion of 
the taxable year which preceded July 1, 1950. 


Under the provisions of the new act, cor- 
porations with a net income (normal and 
surtax) of $5,000 or less will be taxed four 
per cent more than under the old rates 
during 1951 and subsequent years. The 
effective rate for net income under $5,000 
was twenty-one per cent prior to the Reve- 
nue Act of 1950 and twenty-five per cent 
after its enactment. Between $5,000 and 
$31,250, the effective rates will increase in 
a decreasing ratio for corporations whose 
earnings fall within these limits until, at the 
level of $31,250, a point of equilibrium is 


™ Congressional Record, September 22, 1950, 
p. 15641 (summary of H. R. 8920 as agreed by 
conferees) estimates an increase of $1,600,000,000 
annually, representing a fifteen per cent in- 
crease. 

8 See Code Section 231 (a). 

®Code Section 207 (a) (1), as amended by 
H. R. 8920, Section 121 (d). 
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reached and the effective rates prior to the 
passage of the new act are identical to the 
rates imposed under the Revenue Act of 
1950. For those corporations whose net in- 
come falls between $31,250 and $71,429, 
there is an actual decrease in effective rates 
under the new act. Starting from a reduc- 
tion in effective rates of .86 per cent at 
$35,000, the decrease goes to a top reduc- 
tion of a full three per cent at $50,000. 
Above $50,000, there is an accelerated de- 
crease in the effective rates until, at the 
level of $71,429, there is once again a 
point of equilibrium at which the effective 
rates are identical under the old and new 
laws. Corporations whose earnings are 
over $71,429 are confronted with a gradual 
effective rate increase which reaches a 
maximum of just under seven per cent above 
effective rates under the 1948 Revenue Act. 


The explanation of this quite unexpected 
phenomenon which results in a decrease in 
the new effective rates from the previous 
effective rates for those corporations whose 
net income is between $31,250 and $71,429 
lies in the elimination of the notch rate of 
fifty-three per cent applied to those corpo- 
rations whose net income was_ between 
$25,000 and $50,000. The benefit derived 
from eliminating this notch rate for those 
corporations whose earnings exceed $71,429 
is greatly overbalanced by the increase in 
the effective rate of tax under the Revenue 
Act of 1950. The increasing of the effective 
rates in a decreasing ratio for corporations 
with a net income below $31,250 results from 
the increase in the flat normal tax rate to 
twenty-five per cent on the normal tax net 
income and from the surtax of twenty per cent 
of the surtax net income in excess of $25,000. 


Nonapplicability of Corporate Rates 


Obviously, the corporate rates outlined 
above are not applicable to nonresident cor- 
porations,® mutual insurance companies other 
than life or marine,® nor to regulated invest- 
ment companies.” However, the new Reve- 
nue Act includes a provision increasing the 
normal tax and surtax of such organizations. 
Also provided in the new act is a section™ 
providing that where a consolidated return 
is filed by an affiliated group which includes 
one or more Western Hemisphere trade 
corporations,” a two per cent additional tax 


1 Code Section 362 (b) (3), as amended by 
H. R. 8920, Section 121 (e). 

11 Code Section 141 (c), as amended by H. R. 
8920, Section 121 (f). 

12 For definition of Western Hemisphere trade 
corporations see Code Section 109. 








shall be applied on the amount by which 
the consolidated corporation surtax net in- 
come of the affiliated group exceeds that 
portion of the consolidated corporation sur- 
tax net income attributable to the Western 
Hemisphere trade corporations. 


Consequently, if the Western Hemisphere 
trade corporations’ corporate surtax income 
is zero or less, the two per cent additional 
tax shall be applicable to the entire consoli- 
dated corporation surtax net income. 


Credits of Corporations 


The act’ also provides that the dividend 
received credit allowed“ with respect to 
dividends received shall be the sum of (1) 
eighty-five per cent of all dividends received 
from a domestic corporation subject to the 
income tax, other than dividends received on 
preferred stock of certain public utilities, 
plus (2) fifty-seven per cent of the amount 
received as dividends on the preferred stock 
of a public utility.* Under no circumstances 
shall the dividends received credit exceed 
eighty-five per cent of the stockholder’s 
adjusted net income computed without regard 
to the net operating loss deduction. Under 
this provision, if all of the dividend or any 
fractional part is received after August 31, 
1950, in property other than money, called 
dividends in kind, the dividends received 
credit will be limited to an amount not 
greater than eighty-five per cent of the ad- 
justed basis in the hands of the distributing 
corporation at the time of distribution. 
Also under provisions of the new act, special 
treatment is given to a credit for dividends 
paid on certain preferred stock,” and to 
Western Hemisphere trade corporations.” 
The net result of these changes is that it 
now becomes possible to combine the nor- 
mal tax and surtax into a single tax com- 
putation on the corporate return form for 


tax liability incurred during the calendar 
year 1950 and subsequent years. 


Corporate Income Tax Installments 


One of the taxwise advantages of a business 
operating as a partnership rather than as a 
corporation has been, to some extent, elimi- 
nated by the new act. Previously, the cor- 
porate form of business definitely had the 
advantage over a partnership or individual 
proprietorship in the method of payment of 
taxes. Individuals are obligated to pay 
their taxes quarterly on a “pay as you go 
basis” and in full within the fifteenth day 
of the third month following the close of 
the taxable year. The corporation, however, 
prior to the enactment of the new legisla- 
tion, was given the option of electing to pay 
its entire tax liability on the fifteenth day of 
the third month following the close of the 
taxable year or to pay four equal install- 
ments on a quarterly basis, each installment 
becoming due on the third, sixth, ninth and 
twelfth month following the close of the 
taxable year. The advantage accruing to 
a corporate organization under such a system 
is obvious. The new accelerated system 
of corporate income tax payment,” effective 
after December 31, 1950, will mitigate this 
advantage. Congress, in drafting the accel- 
erated rates, was cognizant of the effect upon 
the economy and corporate business of 
immediately accelerating such payments and, 
therefore, provided for a gradual transition 
covering a period of five years, at the end 
of which the installment option for corpora- 
tions will be limited to two payments of 
fifty per cent of the tax due during the year 
following the close of the taxable year. 
Ultimately, the first fifty per cent payment 
will be due on the fifteenth day of the third 
month and the second payment will be due 
on the fifteenth day of the sixth month. 





18 Code Section 26 (b), as amended by H. R. 
8920, Section 122. 

1% Code Section 26 (b), as amended by H. R. 
8920, Section 122 (a), further provides that the 
amount completed shall in no event exceed 
fifty-seven per cent of the adjusted net income 
computed without regard to Section 23 (s). 

1% Code Section 26 (h) (1), as amended by 
H. R. 8920, Section 122 (b). ‘‘In the case of 
a public utility, the amount of dividends paid 
during the taxable year on its preferred stock, 
except that (A) in the case of a taxable year 
beginning on January 1, 1950, and ending on 
December 31, 1950, only an amount equal to 
33 percent of the lower of (i) the amount of 
dividends paid during such taxable year on its 
preferred stock or (ii) the adjusted net income 
for such taxable year minus the credit for 
dividends received provided in subsection (b) 
for such year, and (B) in the case of any tax- 


able year beginning after June 30, 1950, only 
an amount equal to 31 percent of the lower 
of (i) the amount of dividends paid during 
such taxable year on its preferred stock or 
(ii) the adjusted net income for such taxable 
year minus the credit for dividends received 
provided in subsection (b) for such vear.’’ 

16 Section 26 (i), new subsection added by 
H. R. 8920, Section 122 (c). ‘In case of any 
taxable year beginning after June 30, 1950, 
an amount equal to 31 percent of its normal 
tax net income computed without regard to 
the credit provided'in this subsection. In the 
case of taxable year beginning on January 1, 
1950, and ending on December 31, 1950, an 
amount equal to 33 percent of its normal tax 
net income computed without regard to the 
credit provided in this subsection.”’ 

17 Code Section 56 (b), as amended by H. R. 
8920, Section 205. 
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Under the old system, trusts, estates and, 
in some cases, nonresident aliens “ were able 
to elect to pay their income tax in four equal 
installments. Under amendments in the 
Revenue Act of 1950, this option is denied 
trusts and nonresident aliens, but estates 
still retain the option. Furthermore, the new 
law allows fiduciaries an additional month 
in which to file their returns after the close 
of the taxable year. This means that trusts 
and estates will file their return before the 
fifteenth day of the fourth month rather than 
the fifteenth day of the third month. 


As noted above, the accelerated rate sys- 
tem becomes effective for the taxable years 
beginning on or after December 31, 1950. 
Assuming a calendar-year basis, 1950 tax 
payments will be as follows: thirty per cent 
of the 1950 tax is due on March 15, 1951; 
on June 15, 1951, an additional thirty per 
cent is due; twenty per cent is due for the 
third quarter on September 15, 1950, and 
the remaining twenty per cent is due for 
the fourth and final quarter on December 
15, 1950. In subsequent years, 1952, 1953, 
1954 and 1955, there will be a five per cent 
increase each year in collections during the 
first and second quarters, and a correspond- 
ing five per cent decrease in the third and 
fourth quarters until, in 1955 and subsequent 
years, fifty per cent of the tax due will be 
collected in the first and second quarters. 

There is, of course, no increase in corpo- 
rate tax liability resulting from this pro- 
vision, the effect merely being a reduction 
in the period between the receipt of the 
corporation income and the payment of its 
tax. All payments would continue to be 
made in the year following the receipt of the 
income. Thus, it is apparent that corpora- 
tions are not on a “pay as you go basis” as 
are individuals. 


Amortization of Emergency Facilities 
During World War II, Section 124 of the 
Code gave authority to taxpayers to amor- 
tize defense facilities over a sixty-month 
period or less during the emergency. Cer- 


tifying authority was assigned to the Army 
and Navy Departments acting under regu- 
lations issued by the President and was 
delegated to the War Production Board. 
This legislation also provided that the emer- 
gency period in which facilities might be 
certified was to end’ with a Presidential 
proclamation that such issuance was no 
longer necessary for the interest of national 
defense and further provided that in the 
event the period of emergency was termi- 
nated prior to the conclusion of the sixty- 
month amortization period on a given facility, 
the taxpayer could subsequently recompute 
his amortization over the shorter period 
ending as provided in the proclamation by 
the President. 

Provisions in the Revenue Act of 1950” 
are very similar to those in previous legis- 
lation during World War II and are 
applicable to: taxable years ending after 
December 31, 1949. A new Section 124A is in- 
serted in the Code. This section provides 
for the amortization, over a period of sixty 
months, of facilities” certified as essential 
in lieu of depreciation during the present 
emergency. Election may be made by the 
taxpayer, whose facilities have been certified 
by an authority to be set up by the Presi- 
dent in an executive order, to amortize that 
cost which contributes to the defense effort, 
and this election can be revoked on notice 
by the taxpayer. The Revenue Act of 1950 
provides for the declared essentiality of a 
portion of the facility. Although there was 
no such provision under World War II 
legislation, certificates limiting amortization 
to a percentage of the total cost of a facility 
were issued near the close of the war. 

The act also provides that gain from the 
sale or exchange of the emergency property, 
to the extent that the amortization allowed 
exceeds the ordinary depreciation™ with re- 
spect to same, shall be considered as ordi- 
nary income. These provisions also apply 
equally to cases where the taxpayer ac- 
quired other property, in a tax-free exchange, 
for emergency facilities which were amor- 





18 Nonresident aliens whose gross income was 
in excess of $15,400 or who have a trade or 
business in the United States. 

17Code Section 124, as amended by H. R. 
8920, Section 216. 

2 Definition of emergency facility, H. R. 8920, 
Section 216 (d): ‘‘Emergency Facility—as used 
in this section the term ‘emergency facility’ 
means any facility, land, building, machinery, 
or equipment, or any part thereof, the con- 
struction, reconstruction, erection, installation, 
or acquisition of which was completed after 
December 31, 1949, and with respect to which 
a certificate under subsection (e) has been 
made. In no event shall an amortization de- 
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duction be allowed in respect of any emer- 
gency facility for any taxable year unless a 
certificate in respect thereof under this para- 
graph shall have been made prior to the filing 
of the taxpayer’s return for such taxable year, 
or, in the case of an emergency facility 
completed or acquired by a taxpayer after De- 
cember 31, 1949, and before the date of enact- 
ment of the Revenue Act of 1950, unless a 
certificate in respect thereof under this para- 
graph shall have been made prior to the ex- 
Piration of twelve months after the date of 
enactment of the Revenue Act of 1950.’’ 
21 See Code Section 23 (1). 











tized under this provision or in respect to 
gain realized upon the sale or exchange of 
emergency property whose cost was amor- 
tized under the new provision. Thus, donees 
and other transferees will have a portion 
of their gain treated as ordinary income 
where their basis is that of the original 
owner of the emergency facility upon sale 
or exchange. The remainder, of course, 
may be subject to the capital gains provision. 


Like the World War II legislation, the 
new act stipulates that the emergency period 
in which facilities may be certified will end 
with a proclamation by the President that 
the issuance of such certifications are no 
longer necessary in the interests of national 
defense, but no similar provision, as was 
provided in the old legislation, allowing a 
taxpayer to recompute his amortization in 
the event the period of emergency is termi- 
nated, is found in the new act. Furthermore, 
it is important to remember that only that 
portion of the cost of the facility certified 
as attributable to defense purposes may be 
amortized. The provisions in the new act will 
also permit greater flexibility in administration. 


Employees’ Stock Options 


A complete new set of principles for the 
tax treatment of employees’ stock options ” 
have been formulated under the Revenue 
Act of 1950. Prior to the enactment of the 
new law, the Regulations taxed as ordinary 
income, at the time the option was exercised, 
the difference between the market value of 
the stock at the time of the exercise and the 
purchase price. The theory underlining such 
a regulation has been that the gain repre- 
sented additional compensation to the employee. 
The need for legislation on this issue has 
been apparent because of the confusion 
caused by internal revenue Regulations which 
exceed the decision of the Supreme Court 
in Commissioner v. Smith” The provisions 
of the act are applicable only to “restrictive 
stock options” which are described as “op- 
tions frequently used as incentive devices 


by corporations who wish to attract new - 


management, to convert their officers into 
partners by giving them a stake in the busi- 
ness, to retain the services of executives 
who might otherwise leave, or to give their 
employees generally a more direct interest 
in the success of the corporation.” ™ Con- 
ditions necessary to qualify under this op- 
tion title are as follows: 


(a) The option price at the time of issue 
must be eighty-five per cent or more of the 





fair market value of the stock. If the option 
price is ninety-five per cent or more of the 
fair market value at that time, the entire 
gain realized on the sale of the stock ac- 
quired under the option is taxed as a capital 
gain, provided the other requirements for 
the beneficial treatment available to the 
recipient of a “restricted stock option” are 
also complied with. However, if the option 
price is eighty-five per cent or more but 
less than ninety-five per cent of the fair 
market value of the stock at the time the 
option is granted, the difference between 
the option price and the fair market value 
at the time the option was granted or at 
the time the stock was disposed of, which- 
ever is lower, is taxed as ordinary income 
at the time the stock acquired under the 
option is disposed of, and the balance is 
taxed as a capital gain. 

(b) A “restricted stock option” is en- 
titled to the treatment provided by the new 
act only if it is exercised while the grantee 
is an employee or within a period of three 
months following the termination of his 
employment. Where the employee of a 
parent corporation receives an option to pur- 
chase stock in a subsidiary and where an 
employee of a subsidiary receives an option 
to acquire stock in a parent corporation, the 
benefits of this provision will also accrue. 

(c) The stock acquired must not be sold 
less than two years subsequent to the date 
on which the option is granted or less than 
six months after the date on which the stock 
is purchased. 

(d) Stock purchased under such provi- 
sions cannot be transferred except by will 
or by the operation of the laws of intestate 
succession. 


(e) The recipient of the option must not 
own, directly or indirectly, more than ten 
per cent of the combined voting power of 
all classes of stock of the employer corpo- 
ration or of the parent corporation at the 
time the option is granted. The purpose of 
this rule is to prevent the use of stock 
options by employers who attempt merely 
to convert the earnings of a corporation from 
ordinary income into capital gain. 


Obviously, since the options which qualify 
for special treatment are regarded basically 
as incentive devices rather than compen- 
sation, no deduction is allowed under Sec- 
tion 23 (a) (expenses allowable as deduc- 
tions from gross income) with respect to 





22 Supplement B of Chap. 1, as amended by 


H. R. 8920, Section 218. 
% 45-1 ustc { 9187, 324 U. S. 177 (1945). 


24 Report of the Committee on Finance, United 
States Senate, H. R. 8920, p. 59 (Report No. 
2375). 
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a transfer of stock pursuant to a “restricted 
stock option.” 


The “restricted stock option” provision is 
applicable to options granted, modified, ex- 
tended or renewed after December 31, 1946, 
and exercised after December 31, 1949. 


Short Sales of Capital Assets 


It has been entirely possible in the past 
for an investor to realize a capital gain in 
less than six months and to treat the gain 
thereon as a long-term capital gain by mak- 
ing a short sale, which assured his gain on 
his original investment, and then to defer, 
until he has held his stock for more than 
six months, closing out the short sale. Where 
the initial transaction is a short sale, a simi- 
lar result can be obtained. 


Although regulations of the Department 
of Agriculture* prohibit a broker from 
carrying a customer’s simultaneous long- 
and short-term positions in the same market, 
nevertheless, a taxpayer can achieve the 
same ends by keeping the simultaneous long 
and short positions in two different markets. 
Thus, through the application of a device 
similar in nature to those enumerated above, 
the taxpayer is able to avoid some tax on 
his profits from speculation in commodity 
futures. 


Under the amendments” as set forth in 
the new act, for taxable years beginning 
after September 23, 1950, the date of its 
enactment, where gains and losses from a 
sale are made and subsequently simultaneous 
long and short positions are maintained in 
substantially identical property™ so as to 
give an actual short-term transaction the 
appearance of a long-term transaction, such 
gains and losses shall be treated for tax 
purposes as short-term gains or losses. For 
the purposes of this provision, a short sale 
is defined as including a “put” * or option to 
sell at a fixed price. However, where securi- 


2% Commodity Exchange, Section 1.46 of the 
Regulations of the Commodity Exchange Act, 
7 USCA. 

% Section 117 (1), new subsection added by 
H. R. 8920, Section 211. This section does 
not apply to ‘‘straddle’’ or arbitrage transac- 
tions in ‘commodity futures where long and 
short contracts are executed on the same day 
and both are closed out on the same day. 

27 Determining factors which decide whether 
Or not a short sale is of substantially identical 
property: (a) Substantially identical property 
will be determined by the circumstances at 
the time of the short sale. (b) Securities of 
one company will not be regarded as sub- 
stantially identical with securities of another 
company, except when the issued securities 
of a successor corporation may be substan- 
tially identical with the securities to be ex- 
changed for them in a reorganization. (c) A 
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ties have been held for more than six months 
and thereafter a short sale occurs, any loss 
on the short sale shall be treated as a long- 
term loss, offsetting the long-term gain so 
that fifty per cent of both will be taken into 
account, and not as a short-term loss, one 
hundred per cent of which would be taken 
into account. Applicability of these rules to 
situations where the taxpayer buys and his 
spouse sells substantially identical property 
or vice versa is apparent. 


Net Operating Loss Deduction 


Section 122(b) of the Code has been 
amended to provide that the net operating 
loss for any taxable year beginning after 
December 31, 1949, may be carried back to 
the preceding taxable year only; such net 
operating loss, to the extent that it is not 
absolved as a carry-back, may also be car- 
ried forward to the five succeeding taxable 
years. Under the old law, a business loss in 
a taxable year could be carried back against 
income of the two preceding years and car- 
ried forward against the income of the two 
subsequent years. The new provision is in- 
tended to grant considerable relief to small 
and to new corporations. 


The amendment is applicable to all tax- 
able years commencing after December 31, 
1947, but the effect of the new provision is 
to impose the new carry-back and carry-over 
provisions only to losses sustained in tax- 
able years beginning after December 31, 
1949. Consequently, losses sustained in tax- 
able years beginning prior to January 1, 1950, 
will continue to be carried back two years 
and carried over for two years. 


Capital Gains and Losses 


Sales of copyrights and literary, musical 
or artistic compositions of amateurs ™ here- 
tofore were subject to the capital gains treat- 
ment (taxable as a long-term capital gain if 


commodity future requiring delivery in one 
calendar month will not be regarded as sub- 
Stantially identical to a commodity future re- 
quiring delivery in a different calendar month. 

23 An individual who owns stock may buy a 
‘‘put’’ which entitles him to sell his stock at 
any time within a specified time at a desig- 
nated amount. If the market price of the 
stock rises, he will naturally sell at the market 
price rather than exercise the ‘‘put’’ option 
he has purchased. Consequently, if the market 
price declines he is assured of getting the 
price specified in the ‘‘put’’ option he has 
purchased. Obviously, then, a person who 
buys a ‘“‘put’’ is assured that he will realize 
the appreciation in value of his stock just as 
though he had made a short-term sale. 

2 Inventions are not included in the above 
classification and will continue to receive cap- 
ital gains treatment under the new act. 
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held for six months and then sold outright) 
if they were not held primarily for sale to 
customers in the ordinary course of the tax- 
payer’s trade or business. Under the Rev- 
enue Act of 1950,% such income will be 
treated as ordinary income on and after 
September 23, 1950, the date of enactment 
of the act. 


Although such property may have been 
created by more than one person, such as 
where two or three individuals collaborate 
in writing a book, the interest of each tax- 
payer in the property will be excluded from 
capital gain treatment, and any gain derived 
from a sale of such interest will be taxed as 
ordinary income. Also, gain received by a 
person who acquired the copyright or other 
artistic work as a gift from the creator is 
taxed as ordinary gain. However, in a case 
where a taxpayer contributes a copyright or 
similar property created through his per- 
sonal efforts to a newly formed corporation 
in exchange for its stock and then sells the 
stock, the above provision will not apply, 
but such a situation may be covered under 
another provision of the new act, “Treat- 
ment of Gain of Collapsible Corporations.” ™ 

It is important to remember, however, that 
the taxpayer is able to average™ his income 
from such works, the product of his per- 
sonal effort, if his activities cover a period 
of thirty-six months or more, to the extent 
permitted by Section 107 (b) of the Code. 


Unrelated Business Income 


The act imposes®™ the regular corporate 
income tax on certain tax-exempt organiza- 


tions which are in the nature of corpora- 
tions and the individual income tax on 
tax-exempt trusts * with respect to so much 
of their income as arises from active busi- 
ness enterprises which are unrelated to the 
exempt purposes of the organizations. Trusts 
which claim unlimited charitable deductions 
are denied such deductions with respect to 
their business income under this provision. 
Furthermore, the tax on‘unrelated business 
also applies to the so-called investment sub- 
sidiaries. These corporations, however, are 
limited to those holding title to property, 
collecting income from it and turning the 
proceeds over to other exempt organizations. 
The tax on unrelated business income, there- 
fore, applies only to their rental income. 
The unrelated business income tax is ap- 
plicable only with respect to taxable years 
beginning after December 31, 1950. 


Such exempt organization or trust claim- 
ing unlimited charitable deductions is sub- 
ject to the corporate taxes or denied 
unlimited charitable deductions with respect to 
income derived under the following circum- 
stances: 


(a) On income, in excess of $1,000, de- 
rived from a trade or business “regularly 
carried on” by a tax-exempt organization or 
trust claiming unlimited charitable deduc- 
tions if the business is not “substantially 
related” ® to the performance of the func- 
tion upon which the organization’s exemp- 
tion is based.” 


(b) Leasebacks. Rentals from long-term 
leases ** when the property, purchased or 





%® Code Section 117 (a) (relating to the defi- 
nition of capital assets), as amended by H. R. 
8920, Section 210. 

%1 Section 117 (relating to capital gains or 
losses) as amended by H. R. 8920, Section 210. 

% The tax which would be attributable to 
gain, under Section 107 (b), on the sale of an 
artistic work if it had been received ratably 
in a taxable year before enactment of this 
act; such gain will be treated as ordinary 
gain. However, in the event of a sale of an 
artistic work by a creator who has elected the 
installment basis under Section 41, prior to 
the effective date of the amendment (Septem- 
ber 23, 1950), the tax treatment of such in- 
Stallment payments received will be governed 
by the rule of Snell v. Commissioner, 38-2 ustc 
9417, 97 F. (2d) 891 (CCA-5). 

33 Code Section 162 (g) (1) was added by Sec- 
tion 301, and part of Section 321 of H. R. 8920. 
The section also provides that the tax in the 
ease of exempt organizations applies to un- 
related business income of the labor, agricul- 
ture and horticulture organizations; literary, 
scientific, religious (other than churches), edu- 
cational and charitable organizations, hospitals 
and foundations, business and trade (which 
previously claimed exemption under applicable 
sections of the Code). The tax does not apply 





1010 November, 1950 @© TAX ES—The Tax Magazine 


to income of this type received by a church, 
even though the church is held in the name 
of a church official. Nevertheless, the tax does 
apply to other exempt institutions operating 
under the auSpices of a church. 

34 Applies to such organizations claiming ex- 
emptions under Sections 101 (1) and 101 (7), 
certain organizations exempt under Section 101 
(14), all organizations exempt under Section 
101 (6), except churches or associations of 
churches. 

3% Applicable to all trusts receiving charitable 
deductions under Section 162 (a). 

% Athletic activities of schools are substan- 
tially related to their educational function. 
So, too, in educational institutions, the fol- 
lowing would be nontaxable: income from 
dining halls, restaurants, dormitories and uni- 
versity presses. 

% The tax is not imposed if substantially all 
the work done in the trade or business is per- 
formed without. compensation or if the trade 
or business is carried on primarily for the 
convenience of the members, students, patients, 
Officers or employees of tax-exempt organ- 
izations. 

% Applies whether or not the vendor and 
the lessee are the same. 
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built with borrowed funds, is leased for a 
period of more than five years.” Actually, 
the expression “leaseback” is a misnomer as 
it is applicable to any lease and not neces- 
sarily to one with the former owner. It is 
important to remember that the income re- 
ceived by the Section 101 exempt corpora- 
tion is taxable only in the proportion the 
unpaid debt on the leased property at the 
close of the year bears to the adjusted basis 
of such property. 


Feeder Organizations 


Provisions “ under the act set forth that 
no organization operated primarily for the 
purpose of carrying on a trade or business, 
with the exception of rental of real estate, 
shall be exempt merely because all its profits 
are payable to one or more organizations 
exempt from tax under Section 101. This 
provision is applicable with respect to tax- 
able years beginning after December 31, 1950. 


Exemption for Past Y ears 


The new act adds three provisions ™ deal- 
ing primarily with exemptions of organiza- 
tions in prior years: 


(a) For taxable years beginning prior to 
January 1, 1951, exemption shall not be denied 
merely because an organization is deriving 
income from a trade or business unless this 
income could be taxed in future years as 
unrelated business income. 


(b) Filing of an informational return 
(Form 990) is to be considered as the filing 
of a return for the purpose of starting the 
three-year period of limitations or the as- 
sessment of deficiencies. 


(c) A deduction for a gift or bequest to 
an organization prior to January 1, 1951, 
may not be denied if prevented by the above 
two provisions. 





38° There are four exclusions: (a) Tax-related 
leases. ‘‘Related’’ is defined as, for example, 
a related trade or business. (b) Property ac- 
quired by gift, bequest or devise prior to July 
1, 1950, and, at time of acquisition, subject 
to a mortgage or under a lease requiring im- 
provements. (c) Where only part of the prop- 
erty is rented out under long-term leases. 
(d) Although building is built or purchased 
with borrowed funds, excess space exists. 

*” Code Section 101, as amended by H. R. 
8920, Section 301 (b). 

1H. R. 8920, Section 302. 

* Code Chap. 38, as amended by H. R. 8920, 
Section 331 (b). 

43 Prohibited transactions are defined as in- 
cluding transactions in which an organization 
(1) lends any part of its income or corpus 
without adequate security or at an unreasonable 
rate of interest to donors (including testators), 


Analysis and Outlook 


Prohibited Transactions 


The act provides“ that if certain exempt 
organizations engage in special “prohibited 
transactions,” “ they shall lose their exemp- 
tion or, in the case of trusts claiming deduc- 
tions, they shall lose their right to unlimited 
charitable deductions. Exemption will be 
denied only with respect to years subsequent 
to the year in which the Bureau notifies the 
organization that it has engaged in a pro- 
hibited transaction. Furthermore, exception 
can be denied retroactively. An organization 
or trust which has engaged in prohibited 
transactions may regain its exemption by 
presenting information to the Commissioner 
of Internal Revenue which will satisfy the 
Commissioner that such prohibited transac- 
tions will not be repeated. 


Life Insurance Companies 


The act amends the formula “ used to de- 
termine the taxable net income of life in- 
surance companies. The amended formula 
is applicable to the years 1949 and 1950, thus 
terminating the tax-exempt status of life 
insurance companies which resulted from the 
operation of the formula under the old law. 


Excise Taxes 


The excise taxes remain substantially the 
same under the new act, aside from a few 
relatively minor changes.“ The two most 
important amendments concern the levy of 
a ten per cent tax on television sets and 
quick freezers. Other minor changes are the 
increased tax on slot machines and clarifica- 
tion of the provisions that transportation 
taxes must be paid on all travel originating 
or ending in the United States. Application 
of the excise tax rates to post exchanges, 
ship stores and other sundry federal organi- 
zations and instrumentalities is also pro- 
vided for. 


members of their families or a corporation 
which they control; (2) pays any compensa- 
tion to such persons in excess of a reasonable 
allowance for personal services actually ren- 
dered; (3) makes any part of its services avail- 
able to such persons on a preferential basis; 
(4) makes any substantial purchase of secu- 
rities or other property from such persons for 
more than adequate consideration: (5) sells 
any substantial part of its securities or other 
property to such persons without adequate 
consideration; or (6) engages in any other 
transaction which results in a substantial diver- 
sion of its income or corpus to such persons. 

**The proposed formula is the same as that 
contained in H. J. Res. 371 of the 80th Con- 
gress. Code Section 202 (b), as amended by 
Section 40 of H. R. 8920. 

*% Code Chap. 19, as amended by Title VI of 
H. R. 8920. 
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There is also a section allowing stamps to 
be attached in foreign countries to certain 
tobacco products, and a provision which will 
permit refunds of the manufacturers’ excise 
taxes on articles used or resold for use on 
aircraft, where a direct sale by the manu- 
facturer for such use would be exempt. Also 
under the new act, excise taxes are applica- 
ble to the heretofore exempt auctions of 
jewelry and furs taking place in a private 
home. The sale of furs or jewelry at auction 
is treated as a retail sale, subject to an 
exemption of $100 when such items are 
auctioned in a private home. 


Estate Taxes 


Prior to the enactment of the Revenue 
Act of 1950, transfers in contemplation of 
death were included in the gross estate, and 
there was a rebuttable presumption that 
transfers made within two years prior to 
death were made in contemplation of death. 
Under the new law,” all transfers made 
within three years of death are assumed to 
be made in contemplation of death unless 
refuted by the estate. 


The provision which allowed the gross 
estate of the decedent to be reduced by the 
amounts “reasonably required and actually 
expended” for the support of the decedent’s 
dependents during the settlement of the 
estate, for estate tax purposes, to the extent 
allowed under state law, has been repealed.” 
This amendment is applicable to estates of 
decedents dying after September 23, 1950. 

The amendments ® also provide that as to 
retention of a reversionary interest in a life 
insurance policy transferred prior to Janu- 
ary 11, 1941, the proceeds of the policy shall 
not be included in the insured’s gross estate 
on the basis of premiums paid before that 
date if the reversionary interest arose by 
operation of law or was worth five per cent 
or less of the value of the policy. 


Exemptions for GI’s in Combat Areas 


The act contains a provision “” which ex- 
cludes from taxable income the compensa- 
tion of members of the armed forces of the 


“Code Section 811, as amended by Section 
501 (a) of H. R. 8920. 

“Code Section 812, as amended by Section 
502 of H. R. 8920. 

* Code Section 404 (c), as amended by Sec- 
tion 503 of H. R. 8920. 

* Code Section 22 (b) (13), as amended by 
Section 202 of H. R. 8920. 

® The President is authorized to designate 
as a combat area any area where the armed 
forces of the United States are engaged in 
combat. Such designation may be made ap- 








United States in combat zones.” This pro- 
vision excludes all the pay of enlisted men 
and warrant officers and the first $200 per 
month paid to commissioned officers. 


Percentage Depletion 


A percentage-depletion clause ™ is inserted 
into the act. Pursuant to this provision, per- 
centage depletion can be calculated so as to 
insure the inclusion, within the definition of 
“gross income from property,” of transporta- 
tion to the plant or plants where “ordinary 
treatment processes” are applied. Limitation 
generally applies to a range of fifty miles 
unless otherwise authorized by the Secretary 
of the Treasury. 


Bond Premium of Tax-Exempt 
Securities 


On state and municipal bonds held for a 
period of more than thirty days and having 
a maturity or call date not more than five 
years from the date of acquisition by the 
dealer, the premium, previously allowed to 
be deducted as a loss, must be amortized.” 
The amortization of the premium is required 
in the case of all securities purchased on or 
after July 1, 1950. For securities held as of 
June 30, 1950, amortization is required only 
with respect to taxable years beginning after 
that date. 


Other Provisions 


Other provisions in the Revenue Act of 
1950 allow deduction for expenses to main- 
tain, establish and increase the circulation of 
newspapers and periodicals,” grant addi- 
tional time (to December 31, 1951) for rail- 
roads and other organizations to reduce 
their obligations without recognition of gain 
or loss™ and deny any tax deduction, on 
convertible bonds, for that portion of the 
bond premium attributable to its converti- 
bility rather than to its interest rate.” Pro- 
vided also in the act: provisions dealing with 
collapsible corporations; revival of Section 
112(b)(7) of the Code, which was applicable 
only to transactions occurring in the calen- 


(Continued on page 1020) 


Plicable to any part c. - period from June 
24, 1950, to January 1, 

51 Code Section 114 oo (4) (B), as amended 
by H. R. 8920, Section 207. 

52 Code Section 22, as amended by H. R. 8920, 
Section 203. 

53 Code Section 23, as amended by H. R. 8920, 
Section 204. 

5% Code Sections 22 (b) (9), 22 (b) (10), as 
amended by H. R. 8920, Section 201. 

5% Code Section 125 (b) (1), as amended by 
H. R. 8920, Section 217. 
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By GEORGE T. ALTMAN 


Collapsible Corporations 


THIS TAX DEVICE WAS PROBABLY MOST USED IN HOLLYWOOD, 
SO WE ASKED THIS WELL-KNOWN LOS ANGELES ATTORNEY TO 
WRITE HIS VIEWS ON THESE 1950 REVENUE ACT CHANGES— 


HE COLOR of vernacular is rare, in- 

deed, in the staid labyrinth of legal ver- 
bosity known as the Internal Revenue Code. 
Only once in a decade does a word creep 
into that catacomb which is at once precise, 
descriptive, suggestive, conversational and 
warm—a word not of art but of an artist. 
Such is the word “collapsible” in the title, 
“Collapsible Corporations.” 


Origination of Idea 


It may well be that this is a result of the 
character of the industry in which the prob- 
lem involved principally originated. With 
the advent of the high tax rates in the wake 
of World War II, a rash of these corpora- 
tions was formed in the film industry. The 
producer, director, actor or writer in the top 
brackets—and many of them were—was in 
no mood to keep working for the small 
after-taxes percentage of the pay rate speci- 
fied in his contract. Therefore, the tax 
fraternity took off into the Internal Revenue 
Code with a pick and a searchlight and struck 
pay dirt—they hoped—in Section 115 (c). 

By way of example, let us say a certain 
director was employed by a studio for sev- 
eral pictures on the basis of $75,000 per pic- 
ture. He also received a bonus based on 
a percentage of the profits from the picture. 
But after one or two pictures in any year, 
he was working for the government. He 
could just as easily form his own corpora- 
tion and work for it instead; that is, his 
corporation could work for the studio mak- 
ing the picture, and he could work for his 
corporation at modest pay, letting the profits 
accumulate. But there were two obstacles 
to that, the personal holding company pro- 
visions and the excess profits taxes. 


To get out of the way of the personal 
holding company provisions, his corporation 
could not just provide the directing services 
—meaning him. It would have to produce 
the picture itself so as to acquire an owner- 


Collapsible Corporations 


ship interest in it whereby its income would 
not be compensation for services but rents 
from property within the scope of Section 
502 (g). Not every director could sell that 
kind of a deal to a studio—at least a deal 
in which he obtained the ownership interest 
in substance not just in words which chased 
themselves around the contract. But there 
were those who could get such a deal and 
did. While the studio furnished many serv- 
ices, gave the bank a guarantee of comple- 
tion, approved top-employment contracts 
and so forth, the producing corporation bore 
the responsibility of carrying out the work 
and acquired a real ownership interest in 
the product. 


But then the excess profits taxes were 
another barrier. That is where Section 
115 (c) came in. Under that section, a dis- 
tribution in liquidation is treated as a sale 
or exchange by the stockholder of his stock 
in the corporation for the money or property 
received in the distribution. If, therefore, 
our director could, after completion of the 
picture and sufficient release to establish its 
value, “collapse” his corporation, that is, 
dissolve it, and have the value of the picture 
distributed to him, such value, less the basis 
of his stock, would be treated as a gain on 
a sale or exchange. Unless he held the stock 
primarily for sale to customers in the ordi- 
nary course of his trade or business—and a 
liquidation is obviously no such operation— 
the gain would be a capital gain. Of course, 
by that time, the stock would have been 
held more than six months and the gain 
would be long-term. Not only the gain 
computed on the liquidation but even the 
proceeds, if any, in excess of that would, 
on the theory of Commissioner v. Susan J. 
Carter, 48-2 ustc $9415, 170 F. (2d) 911 
(CA-2), be capital gain and, likewise, 
long-term. 

During the later war years, many such cor- 
porations were formed and “collapsed.” 
The stockholders might consist of the pro- 
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ducer, director, actor or actors or writer or 
writers or any combination of them, includ- 
ing their relatives, and sometimes their man- 
agers, agents, accountants and attorneys. They 
might pay themselves salaries, nominal, modest 
or even at their accustomed pay levels. Of 
course, if they paid themselves the highest 
rates they could possibly obtain as direct 
studio employees, there might not be much 
left for capital gain. What they did in most 
cases Only the Treasury Department knows. 
But in many cases, the pay levels used were 
based on going rates for the particular 
individuals. 


In some cases also, the individuals -in- 
vested real money, amounts ranging as high 
as $50,000 and even more, amounts not easy 
to accumulate out of compensation for per- 
sonal services. The risk depended not only 
on the amount but on whether it was in- 
vested as end money, first money, share- 
and-share-alike or in some other position 
in respect to priority of recoupment. Often, 
instead of money, properties were. invested, 
particularly stories, and some of them had 
tremendous value. Even aside from risk, 
the story or other investment was an im- 
portant factor; it gave the producing corpo- 
ration a clearer hold on an ownership interest 
in the final product, an interest which no 
legerdemain of words could brush aside. 


The collapsible-corporation idea was by 
no means restricted to the motion picture 
industry. It was applied also in the con- 
struction field. A corporation would be 
organized to construct a single or multiple 
dwelling or a group of such dwellings, and 
after construction was completed, the cor- 
poration would be dissolved, capital gain 
reported on the liquidation and the buildings 
thereafter sold by the stockholders with 
their stepped-up bases resulting from the 
liquidation. But the capital gains possible 
in that field were petty compared to those 
in the motion picture field. In the latter 
field, capital gains running a million dollars 
or more on a corporation were not uncommon. 


Nor was dissolution necessary. One could 
go from Section 115 (c) to Section 115 (d) 
and just make a distribution in kind. As long 
as there was no earned surplus, the value 
distributed, less the basis of the stock, had 
to be treated as a gain from the sale or 
exchange of property. The stock could also 
be sold, but, in that case, there was the 
serious danger of suspicion that the stock 
was held primarily for sale to customers 
in the ordinary course of the taxpayer’s 
trade or business. If the stock was sold 
after completion of a single picture, for ex- 
ample, it might be a little difficult to say 
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that it was held for investment, nor, looking 
at the stock realistically, as itself a product 
of the taxpayer in the ordinary course of 
his business, could it easily be said to be 
held for speculation. There are indications, 
nevertheless, that that method was tried. 


Treasury's Reaction 


Not even the liquidation, however, found 
pleasure in the Treasury’s eyes. Its best 
brains were put to work on the problem. 
Its first plan, it seems, was to treat the film 
rentals received by the stockholders after 
liquidation as the income of the corporation. 
Presumably, it also intended to tax the 
stockholders on the excess after corporate 
taxes as constructive dividends. But the 
Treasury’s success with that plan does not 
appear to have been phenomenal. After all, 
when a corporation is dissolved, its liabili- 
ties all paid off, its assets in the hands of 
its shareholders, as their property, for their 
own benefit, it takes real imagination to 
treat transactions thereafter occurring as 
transactions of the corporation. In any 
case, no such doctrine of the corporate im- 
mortality has yet been brewed. 


Because of these uncertainties attendant 
upon the plan to treat the corporation as 
living on borrowed time, time loaned it by 
the Treasury Department for the purpose, 
the plan was reversed. Instead of construc- 
tively extending the corporation’s life, the 
Treasury Department would contend it had 
never been born. No greater change of 
position could possibly be conceived. Clearly, 
however, this plan had more substance. It 
is certainly easier to disregard the corpora- 
tion as a mere shell or artifice than to treat 
it as in existence when it just is not. 


The difficulty with the new approach is 
that it also flies in the face of reality. The 
cases of picture production by an unincor- 
porated group are extremely rare. It may 
well be that in a few cases these collapsible 
corporations were nothing more than incor- 
porated employees or employees wearing a 
false mantle of incorporation. For such 
cases, the rule of substance over form has 
always been adequate for the Treasury’s 
protection. In most cases, however, these 
collapsible corporations have represented at 
least bona-fide independent contractors, and, 
in such cases, the limited liability of the cor- 
poration is an indispensable protection with- 
out any regard to taxes. That is why such 
ventures and their history do not begin with 
high taxes and have always taken the cor- 
porate form. Add to this, in many cases, 
the fact that real money or property was 
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invested, and the existence of a normal cor- 
porate purpose just cannot be denied. 


Special Statutory Provision 


It is this existence of real corporate pur- 
pose which is the reason why the special 
provision covering collapsible corporations 
(Section 117 (m)) has been added to the 
Internal Revenue Code by the Revenue Act 
of 1950. That provision was not enacted 
in order to enable the Treasury Department 
to deal with collapsible corporations more 
effectively. It was enacted because there 
were a large number of collapsible corpora- 
tions which the Treasury Department knew 
it could not deal with at all. While the 
provision was made applicable only to gain 
realized after December 31, 1949, a saving 
clause was added for prior years to the 
effect that in determinations for such years 
no inferences should be drawn from the ab- 
sence of retroactive application. While that 
clause may be effective to prevent such in- 
ferences, it nevertheless emphasizes rather 
than denies the Treasury’s fear of failure 
without the weapon afforded by the new 
provision. 

As noted above, that provision, Section 
117 (m), is applicable to gain realized after 
December 31, 1949. The provision is in all 
respects a punitive one. It has, in fact, some 
of the same language as Section 102. 

Under paragraph (1), this provision states 
that gain from the sale or exchange of stock 
of a collapsible corporation held over six 
months shall, except as provided in para- 
graph (3), be treated as ordinary income. 
The “sale or exchange” for this purpose 
includes any transaction, such as a distribu- 
tion in liquidation or out of capital, deemed 
under the Code to be a sale or exchange of 
the corporate stock. 


Definition of Term 
‘Collapsible Corporation’’ 


Under paragraph (2) of Section 117 (m), 
the term “collapsible corporation” is defined. 
Breaking the definition. down into its ele- 
ments, the term is defined to mean a cor- 
poration 


(a) formed or availed of 
(b) principally 


(c) for the manufacture, construction or 
production of 


(d) property 
(e) or for the holding of stock in a cor- 
poration so formed or availed of, 


Collapsible Corporations 


(f) with a view to 


(g) the sale or exchange of stock by its 
stockholders or a transaction deemed to be 
a sale or exchange, such as a distribution 
in liquidation or out of capital, 

(h) prior to the realization by the corpo- 
ration manufacturing, constructing or pro- 
ducing the property of 

(i) a substantial part of the net income 
to be derived from the property and 


(j) the realization by the shareholders of 
gain attributable to such property. 

The definition is here broken down in this 
manner in order to highlight its important 
elements. 


Thus, from (f) it appears that the share- 
holders must have a specified purpose before 
Section 117 (m) is applicable. The pro- 
scribed purpose is (c) to manufacture, con- 
struct or produce (d) property and, (g) 
through a transaction which is or is deemed 
to be a sale or exchange of stock of the 
corporation, (j) to realize the gain on the 
property through the stock (h) before there 
has been any (i) substantial realization from 
the property itself. Unless, therefore, at the 
time the property is manufactured, con- 
structed or produced, the purpose of such 
realization is present, the section does not 
apply. 

From (a) it may be seen that even an old 
corporation may be caught within the toils 
of this section if it is availed of for the 
proscribed purpose. Since, however, as 
shown above, the purpose of realization 
through disposition of the stock prior to 
realization from the property itself must 
be present at the time the property is pro- 
duced and since, as (b) shows, the corpo- 
ration must be availed of principally for 
that purpose, it will not be often that the 
liquidation or sale of an old corporation 
will come within Section 117 (m), because 
it has assets which it produced and the net 
income of such assets is still unrealized. 

The House and Senate committee reports 
draw the same conclusion from (i), the re- 
quirement that at the time of the disposition 
of the stock, in liquidation or otherwise, a 
substantial part of the net income to be 
derived from the property be not yet real- 
lized. In the case of an ordinary liquidation 
following normal business operations, it will 
not ordinarily occur that no substantial part 
of the net income to be derived from the 
property distributed has yet been realized. 

The committee reports, in fact, go fur- 
ther. They indicate that, for this purpose, 
all of the property manufactured, constructed 
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or produced by the corporation and for which 
it was principally formed or availed of is to 
be considered together for this purpose. 
Those reports state: 


“Although in many cases an ordinary cor- 
poration may distribute property in kind in 
the course of its liquidation, or the stock in 
such a corporation may be sold prior to the 
realization by the corporation of the net 
income to be derived from some of its prop- 
erty, such a corporation could not be con- 
sidered to have been formed or availed of 
principally for the manufacture, construction, 
or production of that property alone.” (Ital- 
ics supplied.) 

It follows that the absence of substantial 
realization referred to in the provision is 
the absence of such realization, not on any 
one item of property, but on all of the prop- 
erty manufactured, constructed or produced 
by the corporation and for which it was 
principally formed or availed of, treated as 
if it were a single unit of property. Con- 
sidering also the fertile ground for argument 
in the word “substantial,” it would be a rare 
circumstance for an old corporation to fall 
prey to Section 117 (m). 


Circumvention by means of tax-free ex- 
changes cannot be employed to prevent 
property from being considered as manu- 
factured, constructed or produced by the 
corporation. There is an express clause to 
the contrary—Section 117 (m) (2) (B). If 
property, for example, is produced by the 
shareholders and by them transferred to the 
corporation for stock, in a transaction within 
Section 112 (b) (5), the property is deemed 
produced by the corporation. Again, if 
property produced or deemed produced by 
the corporation is transferred to another 
corporation for stock, in a transaction within 
Section 112 (b) (5) or 112 (b) (4), the stock 
so acquired is treated as property produced 
by the corporation. 


It is unnecessary, moreover, that the manu- 
facture, construction or production be 
complete or that every step in the work 
completed be, actually or constructively, that 
of the corporation. Any addition to value 
resulting from work done by the corporation 
or deemed to have been done by the corpo- 
ration in the event of intervening tax-free 
exchanges is regarded as manufacture, con- 
struction or production of property. 


Limitations 


If all of the above elements of the term 
“collapsible corporation” are present so that 
a corporation is so classified, it does not in 
all cases follow that gain on the sale, ex- 
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change or other disposition of the stock, if 
otherwise long-term capital gain, is deprived 
of that Elysian character. Section 117 (m), 
in paragraph (3) thereof, provides three 
specific limitations. In the first place, Sec- 
tion 117 (m) -does not apply to any share- 
holder unless, at any time after commencement 
of the manufacture, construction or produc- 
tion of the property, he owned, directly or 
indirectly, more than ten per cent in value 
of the outstanding stock of the corporation. 
In the second place, the section does not 
apply to the gain recognized during a tax- 
able year, unless more than seventy per cent 
of such gain is attributable to the property 
manufactured, constructed or produced. In 
the third place, the section does not apply 
to gain realized after the expiration of three 
years following the completion of such man- 
ufacture, construction or production. 


For the purpose of the first limitation, that 
based on stockholding, the constructive-owner- 
ship rules of the personal holding company 
provisions, paragraphs (1), (2), (3), (5) and 
(6) of Section 503 (a) are made applicable. 
In addition, the family of an individual, as pro- 
vided in those rules, is expanded to include 
the spouses of that individual’s brothers and 
sisters (whether by the whole or half blood) 
and the spouses of that individual’s lineal 
descendants. Moreover, if an individual un- 
der these rules is considered as owning more 
than ten per cent in value of the corporation’s 
outstanding stock, every shareholder whose 
stock he is considered as owning falls within 
the scope of Section 117 (m). It can be seen 
that the limitation based on stockholding is 
not much of a limitation. In the average 
case, it would protect only the very account- 
ants and attorneys who might be responsible 
for the trap into which the other shareholders 
had fallen. 


The second limitation, under which the 
provision does not apply unless more than 
seventy per cent of the gain is attributable 
to the property manufactured, constructed 
or produced, is a protection only for cor- 
porations which also have property acquired 
by purchase, by the corporation or its share- 
holders, which has substantially appreciated 
in value. Thus, if.a corporation which is 
liquidated by a distribution in kind con- 
structed dwelling properties and also ac- 
quired some by purchase, and the gain on 
liquidation attributable to the properties 
purchased was thirty per cent or more of the 
total gain on liquidation, Section 117 (m) 
does not apply. Again, a corporation pro- 
ducing films may have story and other prop- 
erties which it purchased and is holding for 


(Continued on page 1024) 





EF 


a zt daha teh 0.4 bc Ge a... 


af 
ved 
mn), 
ree 
ec- 
ire- 
lent 


or 
lue 
on. 
not 
ax- 
ent 
Tty 

In 
ply 
iree 
an- 


‘hat 
er- 
any 
and 
ble. 
Tro- 
ude 


° 


EFFECT OF THE REVENUE ACT OF 1950 
ON RECOGNITION OF 


Gains in the Liquidation 


of Domestic Corporations 


By GEORGE E. RAY 


and OLIVER W. HAMMONDS—AN EXPLANATION 
OF CHANGES MADE BY THE 1950 REVENUE ACT, BY A 
PROMINENT WRITING TEAM OF DALLAS ATTORNEYS 





D° YOU OPERATE jyour business as 
a corporation? Do you expect to pay 
heavy taxes on your corporate earnings dur- 
ing the coming years? Is it feasible for 
you to operate your business in noncor- 
porate form?* If the answer to these 
three questions is in the affirmative then it 
will pay you to examine closely Section 206 
of the Revenue Act of 1950. 


Section 206 of the Revenue Act of 1950 
provides special alternative treatment with 
respect to gain resulting from the liquida- 
tion of a domestic corporation. This provi- 
sion restores for one year the effect of a 
section of the Internal Revenue Code* which 
was inserted in the Code by the Revenue 
Act of 1943. The provision so inserted pro- 
vided for special treatment with respect to 
gains resulting from corporate liquidations 
taking place in 1944. That dormant Sec- 
tion 112(b)(7) has now been revived and 
will be available to taxpayers who liquidate 
corporations during 1951. 


Effect of New Provisions 


What Section 206 of the new revenue act 
does is in effect to permit stockholders of a 
domestic corporation to exercise an election 
as to the tax treatment of the gain resulting 
from a liquidation of their corporation in 


1951. In the case of shareholders who are . 


individuals, only that portion of the distri- 
buted corporate assets which represents 
accumulated earnings and profits of the 
corporation will be taxed to the shareholders, 


1See Ray and Hammonds, ‘‘Corporation or 
Partnership: Federal Income Tax Aspects of 
Determining Whether to Do Business as a Cor- 
poration or Partnership,’’ 27 Texas Law Review 
469 (1949). 


Gains in Liquidation 


but such amount will be taxed as ordinary 
dividends. The balance of the gain will be 
taxed as a capital gain, either long-term 
or short-term—depending upon how long 
the stock has been held—but only to the 
extent that the stockholder acquires money 
or receives stock or securities which had 
been acquired by the corporation after Au- 
gust 15, 1950. In the case of stock held 
by a corporation the corporate shareholder 
will be taxable as on a capital gain on its 
portion of the accumulated earnings or on 
that portion of the distributed assets ac- 
quired by it which consists of money or of 
stock or securities acquired by the liquidated 
corporation after August 15, 1950, which- 
ever is greater. 


Section 206 of the new revenue act did 
not appear in the House version of the 
Revenue Bill of 1950 but was inserted by 
the Senate Finance Committee. The Fi- 
nance Committee’s report on the Revenue 
Bill of 1950* sets forth as the reason for 
the provision the following:* “This elec- 
tion will facilitate the liquidation of certain 
domestic corporations, especially domestic 
personal holding companies. Your Com- 
mittee recognizes the undesirable character 
of domestic personal holding companies and 
wishes to expedite their liquidation.” 


The provision for elective treatment of 
gain on liquidation of a domestic corporation 
first appeared in the Revenue Act of 1938.5 
That act provided for liquidations taking 
place in 1938. 


2 Section 112 (b) (7). 
3H. R. 8920. 
4 Senate Finance Committee Report dated Au- 


gust 22, 1950, p. 63. 
5 Section 112 (b) (7). 


1017 



































































































































While the new provision is primarily for 
the purpose of permitting the liquidation of 
domestic personal holding companies, it is 
nevertheless available to any domestic cor- 
poration; and the benefits of it may be 
obtained by the shareholders of any corpo- 
ration who may desire, for whatever rea- 
son, tax or otherwise, to liquidate their 
corporation. Consequently, with the ever- 
increasing tax burdens facing corporations, 
and particularly in light of the avowed in- 
tention of Congress to enact an excess prof- 
its tax for 1951, possible application of the 
alternative provisions should be given serious 
consideration by corporate shareholders who 
might find it for any reason desirable to 
liquidate their corporations. With this in 
mind we will proceed to an analysis of 
Section 112(b)(7). 


Statutory Requirements 


Section 112(b)(7) provides certain speci- 
fic requirements with respect to liquidations 
which will qualify for the special tax treat- 
ment. The basic requirements are as fol- 
lows: (1) The liquidation must be a complete 
liquidation. Partial liquidations do not 
qualify. (2). The liquidation must be in 
pursuance of a plan of liquidation adopted 
after December 31, 1950. (3) The liquida- 
tion must take place within one calendar 
month in 1950, The particular month does 
not matter. The transfer of all the property, 
both tangible and intangible, must. occur 
entirely within that calendar month. Under 
the Treasury Regulations in connection with 
the provisions of the 1943 act* it was pro- 
vided that the requirement as to transfer 
of the property will be considered to have been 
met if cash is set aside under arrangements 
for the payment, after the close of such 
month, of unascertained or contingent liabili- 
ties and expenses, if the arrangements 
therefor are made in good faith and the 
amount set aside is reasonable. .The Treasury 
Regulations further provided that although 
it is not necessary that the corporation dis- 
solve in the month of liquidation, it is es- 
sential (a) that a status of liquidation exist 
at the time the first distribution is made 
under the plan and (b) that such status con- 
tinue to the date of dissolution of the corpo- 
ration. The Regulations state that a status 
of liquidation exists when the corporation 
ceases to be a going concern and its activi- 
ties are merely for the purpose of winding 
up its affairs, paying its debts and distrib- 
uting any remaining balance to its share- 


6 Regulations 111, Section 29.112 (b) (7)-1. 
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7 Regulations 111, Section 29.112 (b) (7)-2. 


. 
holders. The transaction may meet the 
requirements of the Code even though it is 
not described as a complete liquidation un- 
der the local law. 


Qualified Electing Shareholder 


The statutory benefits are confined to 
“qualified electing shareholders.” Under 
the statute this term includes shareholders 
of any class of stock who have filed written 
elections to obtain the benefits of the stat- 
ute, whether or not they were entitled to 
vote on the adoption of the liquidation plan. 
They do not, however, include certain “ex- 
cluded corporations,” this latter category 
relating to corporations which, from Au- 
gust 15, 1950, through the date of adoption 
of the liquidation plan, own fifty per cent 
or more of the total combined voting power 
of all classes of stock entitled to vote on the 
adoption of the plan. 


Corporate shareholders and_ individual 
shareholders are considered as_ separate 
classes in qualifying for the statutory 
benefits. If a noncorporate shareholder is 
to qualify it is necessary that written elec- 
tions be filed by noncorporate shareholders 
who at the time of adoption of the liquida- 
tion plan are owners of at least eighty per 
cent of the total combined voting power 
held by noncorporate shareholders in all 
classes of stock entitled to vote on the adop- 
tion of the liquidation plan. Similarly, a 
corporate shareholder will qualify only if 
written elections have been filed by corpo- 
rate shareholders, other than “excluded 
corporations,” which shareholders own at 
least eighty per cent of the total combined 
voting power of all classes of stock held 
by corporate shareholders, other than “ex- 
cluded corporations,” entitled to vote on 
the adoption of the plan. 


Under the statute it is possible for a 
shareholder to be a “qualified electing share- 
holder” even though not entitled to vote on 
the liquidation, provided that the eighty per 
cent requirement has been met in the case 
of those shareholders entitled to vote. In 
the case of a corporation, for example, 
where only the common stock is entitled to 
vote on liquidation, a preferred shareholder 
may be a “qualified electing shareholder” if 
the necessary eighty per cent requirement 
has been met by the holders of the voting 
common stock. Under the Treasury Regu- 
lations * the shareholder making the election 
must be the actual owner of the stock and 
not a mere record holder, such as a nominee. 
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Moreover, the election pertains only to one 
who is a shareholder at the time of the 
adoption of the plan of liquidation. The 
election is personal to such shareholder and 
does not follow the stock into the hands of 
a transferee. 


The election made by a qualified electing 
shareholder must be made in writing and in 
accordance with the Regulations prescribed 
by the Commissioner of Internal Revenue. 
The election must be filed by the liquidating 
corporation or by the shareholder within 
thirty days after the adoption of the plan 
and must be made on a form® prescribed 
by the Commissioner, and a copy must be 
attached to the shareholder’s income tax 
return for the taxable year in which the 
transfer of all the property under the liqui- 
dation takes place. The Commissioner’s 
Regulations*® provide that every qualified 
electing shareholder receiving distributions 
in complete liquidation must keep perma- 
nent records in substantial form and must 
file with his tax return a statement of all 
facts pertinent to the recognition and treat- 
ment of the gain realized by him on his 
shares of stock, including certain prescribed 
facts relating to his stock ownership, the 
property received and his ratable share of 
the earnings and profits of the liquidating 
corporation, in addition to the copy of his 
written election to be governed by Section 


112(b) (7). 


Tax Treatment of Gain 


The special treatment provided by Section 
112(b)(7) applies only to gain. It does not 
apply to net gain computed by setting off 
losses on some shares against gain on others. 
The gain or loss must be computed sepa- 
rately on each share of stock owned by a 
qualified electing shareholder at the time 
of adoption of the plan of liquidation. 

In the case of a qualified electing share- 
holder other than a corporation the share- 
holder will be taxed on his ratable share 
of the corporation’s earnings and _ profits 
accumulated after February 28, 1913, as an 
ordinary dividend. The balance of his gain 
will be taxable as a long-term or short-term 
capital gain, as the case may be, to the 
extent of his portion of the assets which 
consists of money, or consists of stock or 
securities acquired by the corporation after 
December 10, 1943, less the share of earn- 
ings and profits taxed to him as a dividend. 


In the case of a corporation the gain rec- 
ognized to the corporate shareholder is a 
capital gain, either long-term or short-term, 


’ Form 964 (revised). 


Gains in Liquidation 








to the extent of the greater of: (1) the 
portion of the assets received by the corpo- 
rate shareholder, which consists of money 
or of stock or securities acquired by the 
liquidating corporation after August 15, 
1950; or (2) the corporate shareholder’s 
ratable share of the liquidating corporation’s 
accumulated earnings and profits. 


Even though a corporate shareholder 
meets the above requirements, it will not 
be a qualified electing shareholder if at any 
time between August 15, 1950, and the date 
of the adoption of the plan of liquidation 
the corporation was the owner of stock 
possessing fifty per cent or more of the total 
combined voting power of all classes of stock 
entitled to vote on the adoption of the plan. 


In addition to amending Section 112(b) (7) 
of the Code with respect to the recognition 
of gain, Section 206 of the new act amends 
Section 113(a)(18) relating to the basis of 
the property received by the qualified elect- 
ing shareholders. The amendment provides 
that the basis of the property received by 
the qualified electing shareholders shall be 
the same as their basis in the stock canceled 
or redeemed in the liquidation, decreased by 
any money received, and increased in the 
amount of gain recognized to the stock- 
holder upon the liquidation distribution. 


Conclusions 


While Section 206 of the new revenue 
act is rather limited in scope and closely 
circumscribed by the provisions of the Code, 
as well as by the Regulations of the Com- 
missioner, its possible application to an 
individual taxpayer’s picture should not be 
overlooked. The section provides an alter- 
native and, possibly, beneficial tax treatment 
permitting the postponement of gain to the 
extent of the corporate assets which do not 
consist of money or of stock or securities 
acquired after August 15, 1950, less the 
accumulated earnings and profits of the 
liquidated corporation. Consequently, a 
taxpayer who has substantial assets in a 
corporation which it might be desirable to 
liquidate, for tax or other reasons, should 
carefully compute the tax consequences 
which would result from his election to be 
governed by Section 112(b)(7) of the Code. 

In any given case the taxpayer may find it 
impossible to qualify under Section 112(b) (7) 
or, even though he is able to qualify, may 
find that the alternative treatment provided 
under Section 206 is of no value to him. 
Nevertheless, the possibility that the alter- 
native treatment might prove beneficial 


® Regulations 111, Section 21.112 (b) (7)-5. 
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should not be overlooked. Taxpayers these 
days are so circumscribed by the statute 
and Regulations with respect to any tax- 
saving possibilities that no stone should be 
left unturned. Of course, tax considerations 
are not the only ones to be weighed” and 
even though a taxpayer might profit through 
the liquidation of a corporation under the 
alternative treatment provided in Section 
112(b)(7), it should be borne in mind that 
this alternative treatment merely postpones 
and does not eliminate tax upon the increase 
in value of assets received in the liquida- 
tion of the corporation. It merely provides 
the taxpayer with an opportunity to change 
to a perhaps more economical form from 
the business form heretofore employed with- 
out paying prohibitive taxes on the un- 
realized gain in certain corporate assets. 


1° See Ray and Hammonds, article cited, foot- 
note 1. 





A taxpayer should not turn to Section 
206 of the new act as a panacea for all 


his tax ills. The most that he can hope for 
is that by intelligent use of its beneficial pro- 
visions he may be enabled to switch his 
business into a more desirable and cheaper 
tax form and, in the switching thereof, 
postpone the day of tax reckoning on what 
would otherwise be a large capital gains 
tax resulting from the liquidation of the 
corporation in question. Certainly, it costs 
a particular taxpayer very little to take a 
comparative look at the possible tax and 
other savings afforded and thereby have 
the basis for making the intelligent mana- 
gerial decision involved of whether “to be 
or not to be,” or perhaps to be a little 
different. [The End] 


ANALYSIS AND OUTLOOK—THE REVENUE ACT OF 1950— 
Continued from page 1012 





dar year 1944, providing for election as to 
recognition of gain in certain corporate 
liquidations for transactions occurring only 
in the calendar year 1951; revision of the 
tax status of residents of Puerto Rico; and 
taxation of income of military and civilian 
employees of the United States Government 
who are stationed in the possessions of the 
Canal Zone.” 


5% Code Section 117, as amended by H. R. 8920, 
Section 212. 

5 Code Section 251, as amended by H. R. 8920, 
Section 220. 

5% Code Section 114 (g), as amended by H. R. 
8920, Section 209. 

5 Code Section 211 (a) (B), as amended by 
H. R. 8920, Section 213 (capital gains of nor- 


Technical provisions concerning the re- 
demption of stock to pay death taxes,” capi- 
tal gains and payment of tax withheld at the 
source, of nonresident alien individuals,” tax 
credits allowed regulated investment com- 
panies,” exclusion from personal holding 
companies’ income of certain rents" and 
other minor provisions are also included in 
the act. [The End] 


resident alien individuals) ; Code Section 143 (c), 
as amended by H. R. 8920, Section 219. 

® Code Section 362 (b), as amended by H. R. 
8920, Section 222. 

61 Code Section 502 (f), not applicable, as pro- 
vided by H. R. 8920, Section 223. 


OREGON TAX PROBLEMS. — The Oregon legislative 
interim tax study committee has announced that an over-all 
deficit of $7.5 million can be expected at the end of the coming 
biennium if revenues and expenditures continue at the same 
level as before. If measures on the ballot this year (basic school, 
veterans’ bonus and old-age assistance) are voted, the committee 


calculates that the deficit will increase to $42 million. 


“Tax-Wise.”) 


(See 


A program being studied by the committee proposes, among 
other things, to remove the excise tax exemptions, to eliminate 
the state’s right to levy a property tax and to remove the present 
personal property taxes, substituting therefor a two per cent tax 
on net business income.—State Government, September, 1950. 
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The Spin-Off That Spun Off 


By CHARLES S. LOWRIMORE — — CPA, Wilmington, North Carolina 


. . . WE DON’T MEAN TO BE CONFUSING. THIS ARTICLE IS 
ABOUT THE SPIN-OFF THAT DIDN'T COME OFF — THE SEC- 
TIONS THAT WERE DROPPED FROM THE 1950 REVENUE BILL 





NDER THE PROVISIONS of the 

Internal Revenue Code and the Com- 
missioner’s Regulations, certain types of re- 
organizations are tax free; however, even in 
the very simplest plan involving only the 
receipt of common stock by shareholders of 
an existing corporation, in exchange for as- 
sets transferred to a new corporation, the 
Bureau of Internal Revenue has been ex- 
ceedingly reluctant to execute closing agree- 
ments. The officials of the Bureau apparently 
feel that the transfer of the assets of the 
existing corporation to a new corporation, 
for which stock of the new corporation is 
issued to the shareholders of the existing 
corporation, represents a dividend in kind. 


It was proposed by the House and by the 
Senate Finance Committee to amend Code 
Section 112 (b) by adding paragraph (11), 
to read as follows: “DiIsTRIBUTION OF STOCK 
NOT IN LIQUIDATION.—If there is distributed, 
in pursuance of a plan of reorganization, to a 
shareholder of a corporation which is a party 
to the reorganization, stock (other than pre- 
ferred stock) in another corporation which 
is a party to the reorganization, without the 
surrender by such shareholder of stock, no 
gain to the distributee from the receipt of 
such stock shall be recognized unless it ap- 
pears that (A) any corporation which is a 
party to such reorganization was not in- 
tended to continue the active conduct of a 
trade or business after such reorganization, 
or (B) the corporation whose stock is dis- 
tributed was used principally as a device for 
the distribution of earnings and profits to 
the shareholders of any corporation a party 
to the reorganization.” (Section 207 (a) of 
H. R. 8920.) 


Spin-Off That Spun Off 


This same amendment would have added 
paragraph (23) to Code Section 113 (a), as 
follows: 


“TAX-FREE DISTRIBUTIONS.—If the property 
consists of stock distributed after the date of 
the enactment cf the Revenue Act of 1950 
to a taxpayer in connection with a transac- 
tion described in section 112 (b) (11) (here- 
inafter in this paragraph called ‘new stock’), 
or consists of stock in respect of which such 
distribution was made (hereinafter in this 
paragraph called ‘old stock’), then the basis 
of the new stock and of the old stock, respec- 
tively, shall, in the shareholder’s hands, be de- 
termined by allocating between the old stock 
and the new stock the adjusted basis of the 
old stock; such allocation to be made under 
regulations prescribed by the Secretary.” 
(Section 207 (b) of H. R. 8920.) 


The amendments as set forth above were 
deleted from the Revenue Act of 1950 by 
the Conference Committee. 


The proposed but defeated amendment to 
the Code with respect to spin-offs represents 
an economically sound reform. This amend- 
ment was intended to give the same tax 
treatment to the transfer of assets to a new 
corporation and the retention of the old 
corporation, as has always been accorded to 
a so-called split-up—where two new corpo- 
rations are formed to receive the assets of 
the old corporation and, as a result thereof, 
the old corporation is subsequently liquidated. 
The administrative prohibition with respect 
to the spin-off has a definite tendency to retard 
the natural growth of business enterprise; with 
the prohibition removed, as contemplated and 
limited by the Revenue Act of 1950, it was 
expected that many corporations would re- 
organize for bona-fide business reasons. 
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There are several very important consid- 
erations and steps to be followed in qualify- 
ing the reorganization as tax free under the 
Code. First, there must be a plan of re- 
organization which clearly sets forth the 
purpose and intent of the parties to the re- 
organization; second, there must be an intent 
for the new corporation, which is a party to 
the reorganization, to continue the active 
conduct of a trade or business; and third, 
the corporation whose stock is distributed 
in exchange for the assets must not be used 
as a device for the distribution of earnings 
or profits of either of the corporations which 
are parties to the reorganization. 


Illustration 
of Spin-Off Reorganization 


In the simplest form of reorganization in- 
volving the “spin-off” an existing corpora- 
tion has on its books certain assets which 
the stockholders and the management be- 
lieve, for good business reasons, should be 
separately managed and removed from the 
accounts of the existing corporation. The 
shareholders then proceed to organize a new 
corporation for the purpose of acquiring title 
to the assets to be transferred from the 
existing (old) corporation. For purposes of 
illustration, assume that a wholesale distrib- 
utor of a nationally distributed product has 
acquired through the years certain resort 
properties, consisting of a hotel and apart- 
ment houses, which it has carried on its 
books as an investment, and has determined 
that it would be desirable and to the best 
interests of the shareholders to operate the 
properties rather than lease them to others. 
It is also desirable, because of the difference 
in the type of business, that the resort prop- 
erties be managed by qualified persons who 
are skilled in the operation of hotels and 
apartment houses. It is desirable that the 
resort properties be separated from the prop- 
erties of the distributorship for other business 
reasons, including the several and different 
types of risks involved. The new corpora- 
tion is then organized, is granted a charter 
by the state of its domicile, and proceeds to 
acquire the assets, as described above, of 
the old corporation. The new corporation 
issues its capital stock (all common) to the 
shareholders of the old corporation in ex- 
change for the assets transferred from 
the old corporation. The balance sheet of the 
new corporation then shows as assets the 
properties transferred to it by the old corpo- 
ration and common capital stock in an equal 
amount. The old corporation shows upon 
its books an entry to charge the corporate 








surplus with the book value of the assets 
transferred, with proper adjustments, remov- 
ing from its books the assets and related re- 
serves. The charge to the surplus account 
reduces the net book value of.the outstand- 
ing shares of the old corporation, resulting 
in the new basis of each share of the out- 
standing stock. 


The shareholders of the old corporation 
then have in their possession the same num- 
ber of shares as before the transfer, but the 
net book value of each has been reduced. 
The shareholders of the new corporation, 
which are the same as the shareholders of 
the old corporation, have in their possession 
all of the issued shares of the new corpora- 
tion. The basis for the shares in the old 
corporation and for the shares in the new 
corporation is determined by allocation of 
the adjusted basis of the old shares as be- 
tween the new and the old shares. 


It is suggested that the Commissioner’s 
Regulations may be so worded in compliance 
with the Code as to make it crystal clear just 
what is to be done and how it is to be 
done, in order that the corporate taxpayers 
and their tax advisors may proceed with 
certainty and assurance of complying with 
the law and Regulations. With this objec- 
tive, it is believed that the Regulations should 
provide that the old or existing corporation 
may receive the stock of the new corpora- 
tion in exchange for the assets transferred 
to the new corporation, and that the old cor- 
poration may distribute the stock of the new 
corporation pro rata to the shareholders of 
the old corporation, or that the new corpo- 
ration may distribute the stock directly to 
the shareholders of the old corporation in 
the exact ratio of their holdings in the old 
corporation. 


Recommendations 


It is suggested that the Commissioner’s 
Regulations be amended to contain a clearly 
defined interpretation of the procedures re- 
quired of taxpayers seeking the benefits of 
the tax-free exchange under Code Section 
112 (b) with respect to spin-offs. 


It is recommended that, in order to permit 
the Bureau of Internal Revenue to deter- 
mine the merit of a request for a closing 
agreement under Code Section 3760, with 
respect to a reorganization contemplating 
the transfer of assets from one corporation 
tc another, it be required that a “Plan of 
Reorganization” be submitted to the Securi- 
ties Unit of the Bureau of Internal Revenue, 
Washington, D. C., accompanied by minutes 
of shareholders’ meetings, authorizing the 
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transfer of the assets by the one corporation 
and the acceptance by the corporation re- 
ceiving the assets, and issuing in exchange 
therefor common stock; all documents should 
be submitted in triplicate. 


The plan of reorganization should contain 
full details with respect to the assets to be 
transferred and the common stock to be issued 
in exchange therefor—such details as the 
following: 


(a) A statement with respect to the busi- 
ness purpose of the proposed reorganization, 
and the intention of the parties to the re- 
organization to continue the active conduct 
of a business or trade, with a brief descrip- 
tion of the business and/or trade to be 
conducted. 


(b) A statement by the parties to the re- 
organization disclaiming the use of any cor- 
poration, party to the reorganization, as a 
device for the distribution of earnings and 
profits to the shareholders of any corpora- 
tion which is a party to the reorganization. 


(c) A balance sheet of the existing (old) 
corporation, showing the total assets, the 
assets to be transferred to the new corpo- 
ration and the assets to be retained by the 
old corporation, with appropriate schedules 
in support of the book value of the assets 
to be transferred, with related valuation 
reserves where applicable. 


(d) A pro-forma balance sheet of the new 
corporation or corporations to show the 
asset value to be taken up upon the books of 
the new corporation or corporations for 
which common stock will be issued in ex- 
change for the assets received, and in addi- 
tion thereto any other assets in the form of 
subscriptions to capital stock and/or cash 
paid in for capital stock at the date of organi- 
zation of the new corporation or corporations. 


(e) A statement with respect to the author- 
ized capital stock of the new corporation or 
corporations setting forth the classes of 
stock, the par value per share, if any. If the 
stock is to be issued as no par value stock, 
it will be necessary that a declared value 
of not less than one dollar per share be 
stated for the purpose of evaluating the num- 
ber of shares to be issued in exchange for the 
transferred assets. 


(f) A statement showing the names of 
the shareholders of the existing (old) cor- 
poration and the number of shares owned by 
each shareholder, and the number of com- 
mon shares of the new corporation or corpo- 
rations to be issued to each of the shareholders 
named in the schedule. 


Spin-Off That Spun Off 





(zg) A statement as to the contemplated 
effective date of the transfer of the assets 
and the issuing of the common stock in the 
new corporation or corporations, which will 
determine the holding period of such assets 
and such stock. 


The common stock in the new corporation 
or corporations could be issued to the exist- 
ing (old) corporation for subsequent dis- 
tribution to its shareholders in the amounts 
shown in the schedule referred to in (f) 
above, or the common stock of the new cor- 
poration or corporations could be issued di- 
rectly to the shareholders of the existing 
(old) corporation in the amounts shown in 
the schedule referred to in (f) above; in 
addition thereto, it would be required that the 
method of distribution be stated in the plan 
of reorganization. 


Should any differences exist in the book 
value of the assets transferred by the exist- 
ing (old) corporation and the amount of the 
par value or stated value of the common 
stock to be issued by the new corporation 
or corporations, then the new corporation 
or corporations receiving the transferred 
assets at book value would use the exact 
book value (basis) for all purposes of future 
adjustment and disposition. Such differ- 
ences as might exist with respect to amounts 
under or over the nearest dollar value of the 
par value or stated value (no par) common 
stock would be entered upon the books as 
an asset, collectible pro rata from share- 
holders, the amount representing that value 
of the common stock so issued in excess of 
the book value of the assets received. If the 
book value of the assets received exceeds 
the value of the common stock issued, then 
the corporation or corporations issuing the 
common stock would enter upon their books 
a pro-rata liability to the shareholders re- 
ceiving the common stock in the new corpo- 
ration or corporations. 


The Bureau of Internal Revenue would 
recognize as a tax-free reorganization the 
transfer of real or personal property from 
an existing (old) corporation to a new cor- 
poration or corporations, parties to a reorgani- 
zation, under the conditions*and circumstances 
set forth in the foregoing paragraphs, and 
would issue a closing agreement under the 
applicable section of the Code if all of the 
above provisions were fully complied with. 


Necessity of New Treatment 

The above suggestions with respect to de- 
fining clearly the requirements that will en- 
able taxpayers and their tax advisors to 
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proceed with assurance of compliance with 
the law and Regulations are made in the 
hope that the Commissioner may recognize 
the need for giving the so-called spin-off the 
treatment that is now accorded to the so- 
called split-up. 


It is apparent that many tax-wise minds 
are in accord on the need for the recognition 
sought with respect to the spin-off in re- 
Organization cases. The Senate Finance 
Committee in its report states: “Under ex- 
isting law a corporate reorganization taking 
the form of a ‘split-up’ may be, and usually 
is, tax free. Your committee’s bill provides 
the same treatment for ‘spin-offs’, This is 
done because your committee believes that 
corporate reorganizations which accomplish 
substantially the same effect should be given 
the same tax treatment. Moreover, your 
committee considers it economically unsound 
to impede reorganizations which break busi- 
ness up into smaller units.” 


The federal government on the one hand 
is taking steps through its Department of 
Justice to break large corporate organiza- 
tions into smaller units, and on the other 
hand through the Treasury Department it is 
actively engaged in retarding the progress 


of business units and the separation of larger 
organizations into smaller units. 


It is to be regretted that the Conference 
Committee in its desire to pass a tax bill has 
overlooked the real need with respect to 
this type of reorganization. The Senate 
Finance Committee in its report states: “It 
is not anticipated that the nonrecognition of 
gain or loss in the case of ‘spin-offs’ will 
result in an important loss of revenue, since 
it is already possible for corporations to 
accomplish much the same effect without 
recognition of gain or loss if the reorganiza- 
tion takes the form of what is frequently 
the more cumbersome type of reorganization, 
namely, a ‘split-up’.” 

Published reports indicate that we will 
have another tax bill in 1950, and, if not, 
certainly in early 1951, which will provide 
for higher taxes. This writer believes that 
the new tax bill should again provide for 
the treatment of the spin-off and that such 
a reorganization should be recognized as 
tax free, for the simple reason that the share- 
holders before and after the exchange of 
assets for stock own exactly the same assets, 
and merely have two pieces of paper instead 
of one to show the respective ownership in 
such assets. [The End] 


| COLLAPSIBLE CORPORATIONS—Continued from page 1016 | 


future production. If they have a provable 
value in excess of cost but have not yet 
been subjected to any rewrite or other opera- 
tion by the corporation, and the excess of 
value over cost of such properties represents 
thirty per cent or more of the gain on liquida- 
tion, Section 117 (m) is not applicable. Fur- 
ther, if the corporation is not liquidated but 
the stock is sold instead, there may be values 
not classifiable as property at all. It is not 
suggested categorically that this is so, but 
certainly there will be room for argument. 


The third limitation, whereby Section 
117 (m) does not apply to gain realized 
after the expiration of three years following 
the completion of such manufacture, con- 
struction or production, is hardly more than 
a simplifying clause. Thus, a corporation 
might construct dwelling properties and 
rent them. If it eventually liquidates by a 
distribution in kind or the stock is sold and 
Section 117 (m) is otherwise applicable, it 


will not apply to so much of the gain as is 
attributable to properties completed more 
than three years before. Such a situation 
will probably be rare. As already observed, 
in the case of an old corporation, the pro- 
scribed purpose of realization through the 
stock prior to realization through the property 
and the existence of that purpose during 
the manufacture, construction or opera- 
tion will not easily be shown. In the case 
of the old corporation, as a result, Section 
117 (m) will rarely be applicable at all. 


Whether Section 117 (m) will solve the 
problem it was intended to solve remains 
to be seen. With the tax rates what they 
are, it is hard to stop the taxpayers from 
devising. ‘They are bound to keep probing 
the armor of the law for weak spots. If 
there is another breakthrough, there will be 
another patch added to the law. Thus the 
foraging ground for attorneys will continue 
to grow. [The End] 
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Amortization 





of Emergency Facilities 


By THOMAS E. JENKS 


MEMBER OF THE NEW YORK AND DISTRICT OF COLUMBIA BARS 
— — — ASSOCIATED WITH THE FIRM OF LEE, TOOMEY & KENT 


Executive Order 10172 designates the 
National Security Resources Board as 
the certifying authority for the issu- 
ance of necessity certificates 


ECTION 216 of the Revenue Act of 

1950 restores to the Internal Revenue 
Code the deduction for amortization of 
emergency facilities on a five-year basis. 
The new provision becomes Section 124A 
of the Code. 


In the belief that many tax men have 
become somewhat rusty on the subject, this 
article will deal with the mechanics of the 
deduction and the pertinent interpretations 
of the prior law. 


Mechanics of the Deduction 


The basic policy of Section 124A is to 
provide a method of determining the neces- 
sity for a defense facility in advance and to 
substitute a five-year period of depreciation 
for the indefinite period otherwise prescribed 
by the statute.” 


The deduction is available to all taxpayers, 
including individuals, partnerships and trusts 
as well as corporations.” Facilities, the con- 
struction (including reconstruction, erection 
and installation) or acquisition of which was 
completed after December 31, 1949, are 
eligible for amortization. The taxpayer 
must first obtain a certificate (called a 
necessity certificate) from the National Se- 
curity Resources Board which has been 


1 Code Section 23 (1). 

2 Code Section 124A (a). The prior amortiza- 
tion provision was originally restricted to cor- 
porations but was amended by the Revenue Act 
of 1942, Section 155 (e), to include noncorporate 
facilities. 

® Code Section 124A (d) (1). 

4 Executive Order 10172, October 12, 1950. 
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designated by the President as the certifying 
authority.*. Applications for such certifi- 
cates ordinarily must be filed within six 
months from the beginning of construction 
or the date of acquisition of the facility.’ 
However, if the construction was begun or 
the facility acquired prior to the date of 
enactment of the Revenue .Act of 1950, a 
period of six months after such date is 
allowed for filing applications.® 


The certifying authority is directed to 
determine what portion of the cost or other 
basis of the facility (a) is necessary for 
national defense and (b) is attributable to 
construction or acquisition after December 
31, 1949.7 Certificates for facilities com- 
pleted or acquired before the enactment 
date of the Revenue Act of 1950 must be 
issued within twelve months after such date.® 


Having obtained a necessity certificate, 
the taxpayer may elect to take the amor- 
tization deduction over a period of sixty 
consecutive months beginning either with 
the month following completion or acquisi- 
tion of the facility or with the first month 
of the succeeding taxable year.’ This elec- 
tion is exercised by filing with the Secretary 
of the Treasury a written statement of 
election in accordance with Treasury Regu- 
lations to be prescribed.” However, no 
amortization deduction will be allowed for 
any year unless a necessity certificate for the 
facility has been issued before the filing of 
the taxpayer’s return for such year.” 


Once having elected amortization with 
respect to any facility, the taxpayer must 


5 Code Section 124A (e) (1). 
6 Footnote 5. 

7 Footnote 5. 

8 Code Section 124A (d) (1). 
® Code Section 124A (a). 

10 Code Section 124A (b). 

11 Footnote 8. 


continue to take the deduction on a monthly 
basis unless, prior to the beginning of any 
month, he files with the Secretary a written 
statement electing to discontinue amortiza- 
tion on such facility.” If the amortization 
deduction is discontinued, it cannot there- 
after be resumed, but depreciation deduc- 
tions under Section 23 (1) will be allowed 
for the unamortized basis of the facility.” 
Depreciation is also allowed on the portion 
of the basis of the facility not certified as 
necessary to national defense or not attribu- 
table to the period after December 31, 1949." 


If the taxpayer receives payment from 
the government for the unamortized cost 
of a facility covered by a necessity certifi- 
cate, he may deduct the unamortized cost 
of such facility in the month in which such 
payment is received, provided he obtains a 
certificate from the certifying authority 
(known as a payment certificate) that the 
payment was made as compensation either 
for the termination of a contract involving 
the use of the facility or for future contracts, 
reasonably anticipated, which did not ma- 
terialize.” This provision is necessary be- 
cause of the Treasury’s position that reim- 
bursements for the cost of facilities, made 
in connection with government supply con- 
tracts, constitute taxable income rather than 
capital receipts.” The allowance of an off- 
setting deduction, of course, produces a 
“wash” in the tax return. 


Differences from Prior Law 


Basically, Section 124A follows the same 
pattern as Section 124, effective during World 
War II. There are, however, some differ- 
ences which should be noted. 


The new law omits the amortization 
squeeze-back provisions under which, if the 
President declared the termination of tHe 
emergency period, the taxpayer could elect 
to recompute the amortization deduction 
over a shorter period than sixty months.” 
Also omitted is the provision for the issu- 
ance of nonnecessity certificates, which were 
used for a similar recomputation over a 
shortened period, certifying that the facili- 
ties had ceased to be necessary for national 
defense.” This is of lesser importance, how- 
ever, since nonnecessity certificates were 


122 Code Section 124A (c). 

133 Footnote 12. 

14 Code Section 124A (f). 

% Code Section 124A ((g). 

16 Regulations 111, Section 29.124-6. Compare: 
Baboquivari Cattle Company v. Commissioner, 
135 F. (2d) 114 (CCA-9, 1943); G. A. Stafford and 
Company, Inc. v. Pedrick, 48-2 ustc { 5928, 171 
F. (2d) 42 (CA-2). 

17 Code Section 124 (d). 


difficult to obtain and, in practice, the pro- 
vision was virtually a dead letter. 

The new certifying authority is specifically 
granted the power to determine that only 
a portion of the cost of an emergency facility 
is necessary to national defense. Practically 
speaking, this change is also of little conse- 
quence, since the power was implied and 
asserted under the prior law. During the 
latter part of World War II, the War 
Production Board arbitrarily certified only 
thirty-five per cent of the cost of emergency 
facilities, and the courts have sustained its 
right to do so.” The significance of the 
specific provision is that it probably fore- 
shadows a similar practice in administering 
the new law, at least prior to an all-out war 
mobilization. 


Under old Section 124, the election to take 
the amortization deduction had to be made 
in the tax return for the year in which the 
facility was completed or acquired or in 
the return for the succeeding taxable year.” 
There was also the provision that no amor- 
tization deduction would be allowed for any 
taxable year unless a necessity certificate 
were filed prior to the filing of the tax- 
payer’s return for such year." Frequently, 
necessity certificates were not issued until 
after the time had passed for making an 
election. This dilemma was partially re- 
solved by the Treasury Department by 
recognizing premature elections as being 
effective to fix the start of the amortization 
period of sixty months, even though the 
actual deductions were postponed until a 
later year.” Normal depreciation was al- 
lowed until the election became effective and 
the remaining basis was then deducted over 
the months remaining in the amortization 
period. However, if the taxpayer failed to 
make such a premature election prior to the 
issuance of the certificate, he was deprived 
by law of the right to any deduction. This 
trap for the unwary has been avoided in 
the new law by eliminating the necessity for 
an‘election in the tax return. Elections may 
be made by statements filed with the Sec- 
retary, presumably after a necessity cer- 
tificate has been granted. 


Both the old and the new law require 
applications for necessity certificates to be 


18 Footnote 17. 

18 United States Graphite Company v. Sawyer, 
49-1 ustc { 9184, 176 F. (2d) 868 (CA of D. C.). 
aff’'g, per curiam, 71 F. Supp. 944 (DC D. C., 
1947), cert. den. 70 S. Ct. 518. 

2 Code Section 124 (b). 

21 Footnote 20. Code Section 124 (f) (3) (C). 
This provision is also in the new law, Code 
Section 124A (d) (1). 

22 Regulations 111, Section 29.124-2, example (3). 
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filed within six months after the beginning 
of construction or the date of acquisition of 
a facility. Since a determination of a be- 
ginning date is difficult at best, the old law 
contained a provision permitting certifica- 
tion of the portion of the facility constructed, 
erected or installed within the six-month 
period prior to the filing date of the applica- 
tion, even though construction began or 
acquisition occurred at an earlier date.™ 
There is no corresponding provision in the 
new law. Hence, an accurate determination 
of this critical date will be essential for the 
taxpayer desiring certification. 


Finally, there is a substantial difference 
between the old and the new law in the 
manner of taxing the gain realized upon the 
sale or exchange of a facility which the tax- 
payer elected to amortize under the provi- 
sions of Section 124A. Formerly, such gain 
was generally taxable at capital gain rates. 
Under the new law, however, a change 
has been made in Section 117 (g) of the 
Code so that the gain is taxable as ordinary 
income to the extent that the adjusted basis 
of such property is less than its adjusted 
basis determined without reference to Sec- 
tion 124A, that is, according to the normal 
rules of depreciation. Thus, assuming the 
adjusted basis of a facility is $6,000 and its 
adjusted basis, computed without regard 
to Section 124A, is $9,000 and assuming also 
that the facility is sold for $9,500, a gain 
of $3,500, $3,000 is taxable as ordinary in- 
come and $500 is taxable at capital gain rates. 


Problems of Certification 


The primary determination under Sec- 
tion 124A is the necessity of the facility for 
defense purposes. The statute provides no 
criteria for this determination except that 
the facility must be “necessary in the inter- 
est of national defense during the emergency 
period.” * The determination is to be made 
under regulations approved by the Presi- 
dent.* The discretion of the certifying au- 
thority probably is not reviewable. 


Under the policies developed in World 
War II, both the article to be produced and 
the facilities to produce it must be demon- 
strated to be essential to national defense. 


%3 Code Section 124 (e) (1), second sentence. 

* Code Section 124A (e) (1). The ‘‘emergency 
period’ is defined in Code Section 124A (d) (2) 
as the period beginning January 1, 1950, and 
ending with a Presidential proclamation that a 
substantial portion of the facilities has ceased 
to be necessary. 

% The prior regulations, issued jointly by the 
Army and Navy, are contained in 7 F. R. 4233 
(June 4, 1942). 

% Joint Regulations, footnote 25, Section 3 (a). 


Amortization of Emergency Facilities 





The article to be produced is necessary if it 
is essential to the armed forces or to civilian 
defense.” Presumably, Marshall Plan coun- 
tries will also be included, as lend-lease 
nations were, under the prior law. Civilian 
supplies are necessary if they contribute 
directly to the operation of a defense facility 
or if they release supplies needed for defense 
purposes. For example, air conditioning of 
a laboratory in a war plant might be neces- 
sary, while air conditioning of offices in the 
same plant would not be. 

Facilities to produce necessary articles 
were certified only if there was a shortage 
of capacity to produce such articles in the 
industry as a whole.” The situation of the 
individual company was deemed to be im- 
material. Thus, if there were idle capacity 
in other plants or if the applicant had other 
facilities which could be converted to war 
work or if the production could be sub- 
contracted, a necessity certificate was not 
granted. Exceptions were sometimes made, 
based on geographical considerations pre- 
venting the use of theoretical capacities or 
on special qualifications of the taxpayer re- 
quiring use of his facilities despite the exist- 
ence of apparently adequate capacity.” 


The time when a shortage of capacity is 
determined may be of vital importance. The 
prior Regulations stated that the shortage 
might be either existing or prospective and 
would be considered either at the time of 
the expansion or at the time of the issuance 
of a certificate.” However, certificates were 
denied in several cases where the expansion 
preceded the development of a war need. 
These cases are difficult to explain except on 
the ground of the applicant’s motive for the 
expansion which should not be material. 
In the converse case, where the facilities 
were clearly necessary at the time of expan- 
sion but subsequently lost their value to the 
war effort, necessity certificates were granted. 


The transfer of facilities from one tax- 
payer to another caused a great deal of 
difficulty. Where the facilities had not pre- 
viously been certified, the general policy 
was to deny a necessity certificate, unless 
the taxpayer could show that the facilities 
had an “increased usefulness for national 
defense” in his hands.” “Increased useful- 


27 Footnote 25, Section 3 (b), i, (1). 

28 Footnote 25, Section 3 (b), ii. 

2 Footnote 25, Section 3 (b), i. 

%® Footnote 25, Section 3 (c), iii. But see 
Gulf Shipbuilding Corporation, CCH Dec: 
14,666(M), 4 TCM 724 (1945), in which facilities 
which were denied certification to a subsidiary 
because acquired prior to the statutory date, 
were subsequently certified when ‘‘purchased’’ 
by the parent company from the subsidiary. 
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ness” may be shown by evidence that the 
facilities were idle in the hands of the prior 
owner or were used by him for a nonwar 
purpose. Frequently, however, the taxpayer 
does not have adequate knowledge of the 
prior use. Moreover, in the case of machine 
tools, railroad equipment, ships and other 
vital war material, the taxpayer will find 
it difficult to prove that the equipment is 
more necessary to defense in his hands than 
it was in those of the prior owner. 


The transfer of facilities covered by a 
necessity certificate also creates problems. 
The Treasury Department ruled in several 
instances that assets subject to a necessity 
certificate might be transferred in a tax-free 
reorganization without obtaining a new cer- 
tificate." No such assurance existed in other 
types of transfers, and, as a practical mat- 
ter, most taxpayers sought new certificates. 
This has the result of starting a new amorti- 
zation period regardless of how long the 
prior owner has held the emergency facility. 
It also creates, in most instances, a new basis 
for amortization. 


Replacements of existing facilities were 
also controversial. Under the prior interpre- 
tation, replacements would not be certified 
if it were established that they would have 
been made under normal peacetime condi- 
tions.” The application of this rule required 
some degree of clairvoyance. There are 
many types of replacements, and full depre- 
ciation or obsolescence is seldom the sole 
contributing factor. Replacements may be 
made to modernize a plant, to remove bottle- 
necks in a production line, to eliminate 
hazardous conditions, to prevent break- 
downs, or to restore property destroyed.” 
Furthermore, even if depreciation or ob- 
solescence is the primary cause, this does not 
settle the problem. Three-shift operation for 
defense production may have hastened de- 
preciation, or wartime technological im- 
provements may have rendered the property 
obsolete. The replacement may be of better 
design or larger size than the old equipment, 
so that plant capacity is increased. The 
replaced asset may not be retired but may 


31 Mim. 5957, 1945 CB 181, 187. 

32 Footnote 25, Section 3c, v. 

33 Where facilities covered by a _ necessity 
certificate were destroyed by fire, the Treasury 
Department ruled that new certificates must be 
obtained upon reconstruction and a new basis 


for amortization established. I. T. 3667, 1944 
CB 281. 


3% Regulations 111, Section 29.23 (1)-1; Code 
Section 124A (d) (1). 


% Footnote 25, Section 3c, ii. 


36 Code Section 124A (a); see I. T. 3610, 1943 
CB 411. 
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be shifted in the plant to lighter or less 
precise work. Each case had to be decided 
on its own facts, and no clear policy ever 
was developed. 

Land occupies a unique position, since it 
is subject to amortization but not to depre- 
ciation.“ The prior Regulations provided 
that land would be certified only if directly 
connected with necessary production facil- 
ities.” Nevertheless, airports were certified; 
also, storage areas, parking lots and waste- 
disposal areas. Farm land was denied cer- 
tification. The purchase of land in excess of 
immediate production needs was not cer- 
tified except where the taxpayer was com- 
pelled to buy on an “all-or-nothing” basis. 
Oil and mining properties subject to the 
depletion allowance provided by Section 
23 (m) of the Code were not certified, since 
the statutory deduction for amortization is 
“in lieu of the deduction [for depreciation] 
... provided by Section 23 (1).”* 

Two court cases have recently held that 
the certification of the acquisition of cor- 
porate stock is improper on the ground that 
stock is not a depreciable asset or a “facility” 


within the meaning of the statute.” 


Problems of Interpretation 


The functions of the certifying authority 
begin and end with the determination of 
“necessity.” Since Section 124A is a part of 
the Internal Revenue Code, the primary 
responsibility for its interpretation rests with 
the Treasury Department. 

The definition of a “facility” has never 
been settled. This is perhaps the most 
fundamental determination the taxpayer 1s 
called upon to make. He must decide what 
the “facility” is in order to file a timely 
application for a necessity certificate, to 
identify the subject matter of the certificate 
with sufficient precision to satisfy the Com- 
missioner upon audit of his return and to 
determine when to begin the amortization 
deduction. 

The statute defines an “emergency facil- 
ity” as “any facility,” land, building, ma- 

(Continued on page 1107) 

3%* Foote-Burt Company, CCH Dec. 16,406, 10 
TC 948 (1948); Gulf Shipbuilding Corporation, 
footnote 30. 

38 There is some discussion of the meaning 
of the term in Foote-Burt Company, footnote 37, 
which is helpful mainly in a negative sense, 
that is, that assets which are not depreciable 
are not ‘‘facilities.’’ 

% The House Conference Report on Section 
124 of the prior law states that the word 
‘“‘facility’’ was added to the definition ‘‘to make 
certain that the cost of drydocks, channels, air- 
ports and similar facilities may be amortized.”’ 


House Conference Report No. 3002, 76th Con- 
gress, 3d Session, p. 58. 
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30 Questions and Answers 


on the New Law 


Regarding Tax-Exempt Corporations 


By GUSTAVE SIMONS 
. . « Member of the New York 
law firm of Simons, Schur & Straus 





(1) What organizations are involved in 
this article? 
Nonprofit corporations, until recently 
wholly exempt from United States income 
tax. 


(2) What is the basic provision of law 
involved? 


Section 101 of the Internal Revenue Code. 


(3) What types of organizations are cov- 
ered by Section 101? 


Practically all corporations not organized 
for profit of their shareholders, such as labor 
unions, savings banks, lodges, building and 
loan associations, cemeteries, religious, 
charitable, scientific, literary, educational 
and cruelty prevention foundations, business 
leagues and chambers of commerce, civic 
leagues, social clubs, certain benevolent 
insurance companies, farmers’ cooperatives, 
and employee benefit associations. 


(4) To what extent are such corporations 
exempt from income tax? 


Entirely, until January 1, 1951. 


(5) Could such corporations engage in busi- 
ness for profit? 

Yes, so long as the profits were all ear- 
marked for the original charitable and other 
nonprofit ends of the corporation and did 
not inure to the benefit of any private share- 
holder or individual. The ends, not the 
means, were decisive. 


(6) Was this principle abused? 
Yes, in three ways: 


(a) Individuals obtained private benefits 
because of the looseness of the law. 


(b) Competitors suffered because of lower 
prices or large reserves made possible by 
tax exemption. 


(c) Tax collections were reduced. 


Tax-Exempt Corporations 


(7) What has Congress done to limit these 
abuses? 


The Revenue Act of 1950, which became 
law on September 23, 1950, contains im- 
portant provisions affecting tax-exempt, 
Section 101 corporations. 


(8) Were other tax-exempt entities affected 
by the 1950 act? 


Yes, more or less parallel provisions for 
tax-exempt trusts were enacted. However, 
these are not reviewed in this article. 


(9) When does the new law become effec- 
tive? 


For tax years of Section 101 corporations 
beginning on or after January 1, 1951. For 
earlier years the matter is left to the courts 
under the earlier law. As to this the cases 
are closely divided. Thus, the new act both 
clarifies and extends the law. 


(10) What parts of the 1950 act are in- 
volved? 


Chiefly Sections 301, 302, 331, 333 and 
341. These add to Code Sections 153, 421, 
422, 423, 3813 (b), (d) and (e). Section 
101 was amended. These add a new part 
of the Code, “Supplement U.” 


(11) What are the major effects of the new 
act? 
There are three: 


(a) Certain unrelated, “Supplement U” 
business or rental income is taxed in the | 
hands of certain Section 101 corporations. 

(b) Exemption under Section 101 is de- 
nied under certain circumstances. 

(c) Publicity concerning certain actions by 
certain Section 101 corporations is required. 
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Taxable Income 


(12) Are all tax-exempt, Section 101 cor- 
porations taxed? 


No. Only those covered by Sections 
101 (1), (6), (7) and (14). These include: 
(1) labor unions, agricultural and horticul- 
tural organizations (not farmer cooperatives) ; 
(6) community chests or funds, and founda- 
tions organized and operated for religious, 
charitable, scientific, literary, educational 
or cruelty prevention purposes; (7) business 
leagues, chambers of commerce, real estate 
boards or boards of trade; (14) “feeder” 
corporations organized to hold and manage 
property and turn the income over either to a 
corporation listed under Section 110 (1), 
(6) or (7), or a church, association or con- 
vention of churches. (Thus a church which 
itself engages in business continues to be 
tax free while a “feeder” corporation organ- 
ized by it is not tax free.) 


(13) What are some of the corporations 
which continue exempt? 


Mutual savings banks, lodges, building 
and loan associations, cemetery corpora- 
tions, civic leagues, social clubs, certain 
benevolent or mutual insurance companies, 
farmers’ cooperatives and employee benefit 
associations. (But see later questions about 
loss of entire exemption, as opposed to mere 
taxation of business income.) 


(14) Is all income taxed to Section 101(1), 
(6), (7) and certain (14) corporations 
(hereafter referred to as “vulnerable 
corporations”) ? 

No, even vulnerable corporations are tax- 
able only if all of the following conditions 
exist, viz.: 

(a) The income must be business income. 
Not included in business income are royal- 
ties, interest, dividends, rents (except certain 
types of rents separately discussed—see 
questions 16-19), capital gains, income under 
a contract with the United States or any 
state, research payments received by a col- 
lege, university or hospital, and all other 
fundamental research income if the results 
are freely available to the general public. 

(b) Also, the income must come from 
business regularly carried on by the vulner- 
able corporation. Sporadic sources of income 
not included are occasional college dances. 

(c) Furthermore, the business must be 
unrelated. A farm operated by an agricul- 
tural college or a university press is related. 
The mere fact that work is done by students 
as part of their training on some modifica- 
tion of the “Antioch” plan is not decisive 


in making the business a related one if its 
primary function is that of a regular busi- 
ness. Specific exclusions are also provided 
in the law. The income is thus related if 
all the workers are substantially volunteers, 
if the business is carried on solely for the 
convenience of the members, students, pa- 
tients, officers or employees of a 101 (6) 
corporation, i. e. a college or dormitory, or if 
it consists of the sale of donated merchandise. 


(15) How is unrelated, regular business 
income of a vulnerable corporation 
taxed? 

The first $1,000 of such annual income is 
exempt. The next $25,000 of net income 
is taxed at twenty-five per cent and the ex- 
cess at forty-five per cent. 


(16) How are vulnerable corporations taxed 
on rental income? 
Special provisions have been enacted to 
stop the vices of “lease and rent back” 
arrangements recently so common. 


(17) What type of rental is taxed? 


Rent from real property and personal 
property leased in conjunction therewith. 


(18) Is all such rental taxable? 

No, only if it meets the following tests: 

(a) The lease must be for more than five 
years (including renewal options and includ- 
ing the balance of the term of a lease in 
effect when the property is acquired). 

(b) The use must be unrelated. If the 
property is primarily and directly used for 
the purposes of a university, e. g., an apart- 
ment leased to faculty members, there is 
no tax. 

(c) The property must be acquired with 
borrowed money or subject to a lien (except 
as to property acquired before June 1, 1950). 


(19) How is such rental taxed? 


This tax is governed by the debt. Rent 
is taxed in the proportion of the debt to the 
adjusted basis (roughly, cost minus depre- 
ciation). Thus, if a property cost a million 
dollars and is subject to a $500,000 mort- 
gage, then one half the rent is taxable. 


Loss of Exemption 


(20) Is there some special rule if the pri- 
mary purpose of a “feeder” corpora- 
tion is trade or business? 

Yes. We have already seen that where a 
vulnerable corporation has some regular un- 
related business income, such income is 


(Continued on page 1035) 
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Federal Estate Tax Valuation 


of Family Corporation Stocks 


By R. L. ROCKEFELLER 


THIS VALUATION PROBLEM IS PROBABLY THE MOST TROUBLE- 


SOME IN THE TAX FIELD. 


IT CALLS FOR EXPERT COUNSEL. 


THE AUTHOR IS A SPECIALIST IN THE TAX AND ACCOUNT- 
ING PROBLEMS OF TRUSTS AND ESTATES, NEW YORK CITY 





tines PROBLEM of determining: the 
value of the stock of a close corpo- 
ration for estate tax purposes occurs rather 
infrequently. Consequently, the best method 
to follow is not too well known. The 
ownership of real estate by a decedent, on 
the other hand, is so common that the em- 
ployment of a real estate appraiser is auto- 
matic practice. ; 


Where an estate includes close corpo- 
ration stock, it is usually a sizeable part 
of the estate and, therefore, important tax- 
wise. One would assume, naturally, that a 
competent specialist in stock valuation for 
estate tax purposes would also be called in 
on such estates. However, this is not al- 
ways the case and whether due to lack of 
information as to where such specialists are 
available or misunderstanding as to the 
necessity, excessive taxes and expensive 
litigation have often resulted. 


A large bank is qualified to judge the 
value of a close corporation for the pur- 
poses of its own business of lending money, 
but in large financial centers such as New 
York, the best qualified banks, for banking 
purposes, do not attempt to handle such 
estate tax valuations except in minor cases. 


Valuation Specialists 


In New York City, such firms as Philip 
P. Masterson Company handle practically 
nothing but estate tax valuations and have 
appraisers in each specialty—real estate, 
jewelry, furs, stocks, etc. Standard Research 
Consultants, Inc. (affiliate of Standard & 
Poor’s), is another company whose busi- 
ness is largely estate tax valuations of stocks 
of close corporations. 


Valuation of Family Corporation Stocks 


On a practical basis, the fees of such 
appraisers are generally governed, at least 


* partially, by the amount involved, even 


though at times it is unprofitable for them. 


Valuation Methods 


Where, for one reason or another, a spe- 
cialist is not employed, an understanding 
of the elemental procedure will at least 
help toward tax savings. In general prac- 
tice, three methods are in common use: 
first, the taxpayer’s idea of a fair market 
value; second, a liberal interpretation of 
value based on the Regulations; third, the 
specialist’s method based on experience in 
actual application of the Regulations. 


The usual reaction in using the first 
method of valuation is to consider the valu- 
ation basis of quoted or listed stocks. The 
federal estate tax return itself, in addition 
to the Internal Revenue Code, gives spe- 
cific directions as to the valuation of listed 
stocks on the basis of the mean between 
the high and low prices on the date of the 
decedent’s death or on a date one year after 
the date of death. Where no sales occurred 
on the date concerned, an assumed market 
on such date based on the prorated increase 
or decrease between prior and subsequent 
sale—if within a reasonable time—is used. 
Where sales are not recorded, an average 
of bid and asked price is used. The only 
nonmechanical provisions are that the time 
period considered reasonable is not speci-. 
fied (in practice, it is assumed to be thirty 
days before and after the specific date) and 
no specific provision is made for the im- 
practicability of an assumed disposal of a 
large number of shares where market activ- 
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ity would not absorb the assumed offerings 
except at a decreased price. (“Blockage,” 
or the indicated loss involved in dumping 
proportionately large blocks of stocks, is 
allowed.) Otherwise, the basis of valua- 
tion for listed stocks is clearly their market 
value, as indicated by the stock market, 
with the exceptions noted. 


In the case of stock lacking a market 
indicating a specific measure of value, the 
usual and logical course is to determine 
what such market value would be if the 
necessary steps were taken to establish such 
a market. If such close corporation stocks 
were marketable on the date concerned, 
value might be based on the price which 
could be realized. 


Various financial houses specializing in 
the distribution of securities are experienced 
in this field and will make specific bids for 
such securities as are practical for public 
distribution. Other firms are willing to 


make a bid for securities which, for techni- ° 


cal reasons, are practical as investments 
only for specialized groups rather than for 
the public. In both cases, such bids would 
definitely vary but not usually to a great 
extent. The work involved in evaluating 
such securities is generally compensated 
for in the commissions or in the difference 
between their offer and the price sold. 


Where valuation of family stock which is 
not actually to be disposed of is concerned, 
an ethical firm could still give a fair value 
on an assumed distribution. The tendency 
to give a low bid where the matter is theo- 
retical and on a fixed-fee basis exists to 
some degree. In every valuation there is 
the tendency on the part of the appraiser 
to undervalue, for the benefit of the estate, 
the employer. The tendency to overvalue 
in the case of the government employee, 
for the state’s benefit, also exists. 


An examination of the Regulations con- 
cerning the valuation of family corporation 
stocks and their practical application dis- 
closes that the indicated theoretical market 
value has no bearing on estate tax value 
except as measured by certain related and 
unrelated factors. The relationship of indi- 
cated market value to estate tax value in- 
creases as the matter is carried to the 
technical staff or to the courts. The ex- 
pense to the taxpayer and to the govern- 
‘ment also increases. Despite the common 
critical attitude that the government in 
general is pleased to make matters involved, 
to add to the number of employees, actual 
practice shows that the tax staff wishes to 
avoid additional work and expense unless 
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justified by increased taxes. Therefore, as 
is true of any civil suit, a fair agreement 
reached before further appeal represents 
savings to both the taxpayer and the 
government. 


Basis of Valuation 


An examination of Regulations 105, Sec- 
tion 81.10 (c), discloses the basis for valua- 
tion of such stocks. The factors in the 
order listed are the company’s net worth, 
earning power, dividend-paying capacity 
and other relevant factors, among which are 
the values of securities of comparable listed 
companies. The market value or estimated 
market value is not mentioned. “Comparable 
company” means a company engaged in a 
business similar to that of the company 
involved and which has earnings, etc., and 
quoted stock factors which can be com- 
pared to those of the stock to be valued. 
This does not greatly simplify matters. 


The comparable basis was in general use 
as part of other related factors prior to its 
being specifically identified in recent years. 


Importance of Valuation Factors 


Unless it be assumed that factors are of 
relative importance in the order stated by 
the Regulations, there is no indication of 
their comparative importance. Except for 
net worth, the elements listed are those 
generally included in financial statistics 
published for the benefit of investors. 
Standard & Poor’s Security Owner’s Stock 
Guide shows: price ranges for 1936-1948 
and 1949-1950, current prices, current sales 
and earnings per share for the past five 
years and the current quarter; dividend 
yields, last payments paid in the current 
and past year and the number of years 
continuously paid; working capital, includ- 
ing cash and equivalents, current assets 
and current liabilities; capitalization, includ- 
ing funded debt and shares of common and 
preferred stock; and the nature of the busi- 
ness, etc. 


General publications of other investment 
statistical firms give similar information. 
No inkling of book value or net worth is 
shown. Such net worth can, on examina- 
tion, be located only in the complete Stand- 
ard & Poor’s Corporation Records or similar 
publications or in special industrial reports. 


Despite the inclusion of net worth as 
the first indicated factor to be considered, 
the record of valuation cases indicates that 
all of the factors mentioned are intended to 
measure a value based on ordinary tools 
used by an investor. The word “value,” 
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Exhibit A 


Stocks Having Largest Sales in 1950 


Earned Dividends 


Market Price Book Value perShare per Share 

12/31/49 12/31/49 1945—1949 1945—1949 
1. American Telephone & Telegraph..... 146.5 135.12 45.14 45.00 
2 GeeeeEa TRGUOES 5 ois ok dade eee od3 71.625 39.58 36.45 20.75 
RRS Tae reer ore en er 67.25 34.15 40.56 15.13 
Cy et arr eee ne Taree 61.625 19.17 43.25 33.40 
S.. Wnied, States: Steel... .occciccsw carne 26.625 64.15 16.98 8.25 
Oh, AE SN iiicihce seus ce cedeenes 42.125 23.61 15.40 8.60 
Fe, NE ig ora ks lack ategueneen 8 32 69.88 31.12 10.80 
8. Westinghouse Electric .........6...-. 32.625 34.05 15.10 7.40 
9. Youngstown Sheet & Tube............ 75.5 144.89 68.62 20.00 
RE RRO ES Ea aay rene te 64.5 73.10 44.13 13.25 
11. American Gas & Electric.............. 50.5 33.13 18.93 8.55 
ae, TR RRR 5 55.265 550.0 ovxeesiaceigroiassento etter 55.625 32.12 25.89 13.17 
WS. I INE ios 5 cokes sf we oman ones 56 21.39 2275 9.25 
14. United Gas Improvement ............ 18.875 33.01 8.71 6.25 
15. Atcheson, Topeka & Santa Fe........ 101.25 353.02 81.58 34.00 


without limitations, is meaningless, as has 
been indicated by numerous treatises. The 
inclusion of book value under the Regula- 
tions is a heritage of the past, when the 
term “value” had not been restricted to a 
large degree, for estate tax purposes. 


Exhibits 


To make an unbiased evaluation of book 
value, an examination was made of every 
common stock having sales on the New 
York Stock Exchange of over $30,000,000 
in 1949. This value, based on total sales 
times the December 31, 1949 price, is listed 
in Exhibit A in the order of the dollar 


volume. A determination of exact dollar 
volume would require the multiplication 
of each sale by each price—a formidable 
task which .would probably result in no 
change in the list. 


The book value, an average of five-year 
earnings, is also given. Since it might be 
argued that the book value of any specific 
industry could show a more important rela- 
tionship, all the integrated steel and iron 
companies included in Standard & Poor’s 
Industry Survey, dated June 15, 1950, are 
shown in Exhibit B with similar statistics. 

As shown in Exhibit A, investors in 1950 
purchased over $30,000,000 worth of each 
stock listed. Six of fifteen stocks were 


Exhibit B 


Integrated Steel and Iron Companies 


Listed in Standard & 


Poor’s Industrial Survey 


June 15, 1950 


Asmaco: Steel Corporation .......... 5550.5. 
NM INTE EN INE 5 ors. 2 csc chin oes winhav worermrw nets 
9 eR Oa 
RINNE or ofa. soi eosin eo Seon re IS OLS 
I I rs 5 o.57 55's wy neers sac erene ate = shavers 
Jones & Laughlin Steel .................. 
NAITO, 50095; d hos 2a Sh0 RES 
SE SE. ik, 3p vO anadewee ed eepauka 
eM eS eo 8 Re ge as inventor aya 
Uhmsed “States Steel ok osc os So ce be esas 
i errr ree 
Youngstown Sheet & Tube............... 


Valuation of Family Corporation Stocks 


Earned Dividends 
Market Price Book Value per Share per Share 


12/31/49 12/31/49 1945—1949 1945—1949 
+. seeds 45.51 29.61 7.88 
see aan 69.88 31.12 10.80 
os SSS 48.71 18.70 5.18 
- 75.71 9.75 2.00 
nig a 38.10 24.28 11.83 
ae 90.88 33.34 10.60 
--. oe 112.21 56.25 19.35 
> oe 58.18 24.21 9.25 
. 65.97 37.49 8.80 
... 26.625 64.15 16.98 8.25 
+ ne 144.09 61.22 10.52 
oss Oo 144.89 68.62 20.00 
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purchased above book value, ranging from 
Du Pont at over three times book value to 
American Telephone & Telegraph at about 
eight per cent over book value. The other 
nine stocks were purchased under book 
value from Atcheson, Topeka & Santa Fe 
at less than one third of book value to 
Westinghouse Electric at slightly under 
book value. In Exhibit B, showing steel 
and iron stocks only, Inland Steel at thirty- 
nine exceeded book value of 38.10, while 
Bethlehem was quoted at less than one third 
of book value. Further examination shows 
that book value, per se, has no relation to 
market value, which indicates the reason 
for the omission of net worth in general 
financial handbooks. 


Earnings and dividend-paying capacity, 
as indicated in the exhibits, are not reducible 
to a valuation formula for stocks in general 
or for a particular trade group of stocks. 
Of the stocks in Exhibit A, none was sell- 
ing at much less than the five-year total 
earnings and only American Telephone & 
Telegraph was selling at anything like 
three times such earnings. This particular 
stock, due to its steady earnings and con- 
sistent $9-per-share dividends, is not com- 
parable to ordinary common stock. 


An examination of dividends paid for 
the past five years, according to Exhibit A, 
also shows a definite relationship between 
dividends and market value. Future pros- 
pects, as measured by various factors and 
judgments, largely account for the various 
price-earnings and price-dividend ratios. 


Book Value 


In considering book value, the practice 
has been to revalue assets based on earn- 
ing power where such book value appears 
inconsistent with indicated value. Where 
book value is comparatively low, the miss- 
ing or understated asset of good will is 
introduced. Where book value is compara- 
tively high, the assets are revalued based 
on their income-producing qualities rather 
than cost less depreciation, etc. 


Offhand, it would appear that the earn- 
ings, dividends, future prospects, etc., 
could be used without regard to net worth, 
since net worth is adjusted. If the Regula- 
tions were amended this might be done. 
For practical purposes, however, while the 
methods of adjusting book value tend to 
approach a valuation excluding book value, 
they do not eliminate such book value. 


Court decisions regarding the valuation 
of good will or the revaluation of assets 
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have approved technical methods wherein 
the book value is adjusted due to but not 
based solely on earnings. 


Lack of Marketability 


As aforementioned, the number of shares 
of a listed stock owned by the decedent 
may be too large to sell without depressing 
the price of the stock for the issue. In such 
cases, a discount blockage from the fixed 
method of determining price is often al- 
lowed. The per cent of the discount: allow- 
able depends on the price, the activity of 
the stock, the indicated change in price as 
compared to sales and knowledge of what 
has been allowed in somewhat similar cases 
in the past. 


This lack of marketability always makes 
the value of the close corporation stock 
less than an otherwise equally valuable 
listed stock. 


Liquidation of Corporation 


Where the decedent or his relatives own 
sufficient stock of a close corporation to be 
able to force liquidation, such liquidating 
value often becomes the minimum value 
acceptable regardless of other factors. This 
usually applies to the service-type corpora- 
tion with few fixed assets. Where fixed 
assets are large, liquidating value is gen- 
erally insignificant, since such assets are 
ordinarily valuable only to a going concern. 


Even where liquidation cannot be en- 
forced by an executor or relatives of the 
decedent, such value is an important con- 
sideration where the fixed assets are rela- 
tively small. 


Before resort to the technical staff or 
the courts, a final valuation basis is deter- 
mined. Certain limitations are placed on 
the treasury agent which do not apply to 
the technical staff or courts. Often the 
taxpayer is correctly convinced that what 
appears to be an unfair ruling will be cor- 
rected by the technical staff. The final 
result proves him right on the point in 
question but may result in a total additional 
tax due to the reopening of all items. 


The value of close corporation stocks 
requires the over-all consideration of the 
estate attorney as to the legal status if 
court proceedings are necessary. Also, he 
must decide if the settlement, possible be- 
fore appeal to the technical staff, should be 
accepted. 
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Conclusion 


To repeat, the services of a specialist in 
appraisals are a necessity if a correct judg- 
ment is to be obtained. He must apply 
information obtainable from officers of and 
accountants for the corporation in the most 
practical manner. The danger of inexperi- 





enced but what may appear to be logical 
valuation is akin to the case of an investor 
who is not a specialist continuing to buy a 
declining stock. on the basis of seemingly 
reasonable logic that the stock is under- 
priced. He may be theoretically right and 
the practical results wrong, but the loss of 
money is a certainty. [The End] 





THIRTY QUESTIONS AND ANSWERS ON THE NEW LAW REGARDING 
TAX-EXEMPT CORPORATIONS — Continued from page 1030 








taxable. But where a corporation is oper- 
ated for the primary purpose of carrying on 
a trade or business, then, after January 1, 
1951, it cannot be exempt at all. 


(21) What is income from a trade or busi- 
ness? 

It is operating income. 
expressly excludes rental. This is specially 
treated. (See questions 16-19.) Also ex- 
cludable would be royalty, interest and div- 
idend income and capital gains. 


The 1950 act 


(22) How else may a corporation lose an 
exemption? 

By engaging after July 1, 1950, in certain 
prohibited transactions, viz.: 

(a) Loans without reasonable 
charges or security. 

(b) Pays an unreasonably high compen- 
sation for services. 

(c) Renders service on a preferential basis. 

(d) Buys property for more than its worth. 

(e) Sells property for less than its worth. 

(f) Diverts its income from its main pur- 
pose. 


interest 


(23) May these prohibited transactions in- 
volve anyone? 


No. They are prohibited only if engaged 
in in favor of a person who made substantial 
contributions, including gifts, bequests or 
any form of transfer to the corporation (or 
‘a member of his immediate family) or a cor- 
poration more than fifty per cent controlled 
directly or indirectly by him. 


(24) Do these prohibitions apply to all 
corporations? 


No, only to corporations under Section 
101 (6) other than a religious organization; 
a regular school-with faculty, students in 
local attendance and a curriculum; an or- 
ganization receiving a substantial part of 
its support by contributions from the United 
States Government, a political subdivision 
thereof or the general public; or a religiously 
controlled or supervised corporation or one 
giving medical or hospital care. 


Valuation of Family Corporation Stocks 


(25) What does this leave? 


Others under Section 101 (6)—such as 
privately financed charities, scientific, liter- 
ary or educational foundations, 


(26) Through what procedure is exemption 
lost? 


By notice from the Secretary of the 
Treasury, effective the next taxable year 
unless the transaction was engaged in with 
the wilful purpose of prohibited diversion. 
Then the loss is immediate and without no- 
tice. Exemption may be regained by satis- 
fying the Secretary that no future prohibited 
diversion will occur. 


(27) What about contributions to corpora- 
tions which have lost their exemption? 


Such contributions are not deductible if 
made in a year for which exemption has 
been officially denied. Deduction is also 
disallowed without such official action if the 
contribution is made by the individual (or 
a member of his immediate family) who was 
a party to the prohibited diversion, 


(28) What returns must be filed? 


The corporations specified in questions 
24 and 25 must file information returns for 
tax years beginning on or after Januasy 1, 
1950, reporting gross income, expenses, dis- 
bursements for its organized purpose, accu- 
mulations and a balance sheet. 


(29) With all these new rules the statute 
of limitations seems important: When 
is a corporation safe? 


The regular statute starts running when 
the information return is filed (when one 
is required), as stated in question 28, or 
when it should have been filed if the cor- 
poration had not been exempt from such 
filing. 


(30) What effect will this law have on tax- 
exempt corporations? 


It should greatly help the legitimate ones 
by removing many doubts previously ex- 


isting. [The End] 
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TAX ADVANTAGES 
OF CIFTS 


WELL-PLANNED GIFTS ARE A PART OF THE WELL- 
PLANNED ESTATE — AND GOOD PLANNING MEANS 
TAKING ADVANTAGE OF SAVINGS IN TAXES ... 
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With the impact of federal estate and 
state inheritance taxes the conservation 
of an estate presents serious problems to 
the estate owner. The task is made more 
difficult with the increasing tax inroads on 
income. With normal and surtax rates rang- 
ing from twenty per cent to ninety-one per 
cent, the task of accumulating a substantial 
estate becomes more difficult. More vital, 
then, is the protection of an accumulated 
estate by minimizing transfer taxes incident 
to death. 


Much has been said and written about the 
utilization of testamentary trusts, the marital 
deduction and the life estate as means for 








$150,000 $21,000 $14,676 













putations of tax: 
1947 laws, 


passes to their one child. 
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$ 35,676 


(a) In the illustration of taxes under the 
it is assumed that the husband 
leaves his entire estate to his wife, and upon 
her demise more than five years later the estate 


Benjamin M. Becker is a member of the Illinois bar and a lecturer on federal 
is also a member of the City Council of Chicago. 
Samuel S. Becker is a Chicago CPA. 


minimizing death taxes. The estate planner 
is quickly confronted with the direct query 
of what tax saving can be effected during 
the lifetime of the estate owner. 

It is desired here to develop the effective 
use of the gift as a means of saving both 
death and income taxes. 

A complete picture of shrinkage in estates, 
due to death, must include not only federal 
estate and state inheritance taxes and pro- 
bate and administration expenses’? on the 
death of the estate owner, but in addition 
similar expenses on the death of the sur- 
viving spouse. The impact of such charges in 
recent years may be seen from the following: 


Table I * 
19477 ——— 1950, 
Federal ‘ 
Federal and Aggregate Federal Federal Aggregate 
and Illinois Illinois Taxes and Illinois and Illinois Taxes 
Net Death Death Husband’s Death Death Husband’s 
Estate Taxes Taxes and Taxes Taxes and 
Husband’s Wife's Wife's Husband’s Wihife’s Wife's 
Estate Estate Estates Estate Estate Estates 








$ 3,408 $ 2,208 $ 5,616 


250,000 52,382 35,695 88,077 16,672 13,472 30,144 
350,000 84,970 57,183 142,153 33,924 28,624 62,548 
450,000 120,890 77,794 198,684 - 52,696 44,396 97,092 
600,000 175,130 111,863 286,993 82,354 68,354 150,708 
1,000,000 335,658 199,516 535,174 172,950 138,850 311,800 
2,000,000 782,076 426,920 1,208,996 438,858 335,658 774,516 





* Certain assumptions are made in the com- (b) In the illustration regarding the tax under 
the 1950 laws, it is assumed that the husband 
leaves one half of his estate to his wife out- 
right and the remainder to one child. On the 


wife’s demise her half of the property passes 


to the one child. 
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BENJAMIN M. BECKER (left) 
' SAMUEL S. BECKER (above) 


Table I needs to be qualified by the fol- 
lowing: 

(1) There should be added as further shrink- 
age an amount equal to three to five per cent 
for probate and administration expenses. 


(2) While under the 1948 Revenue Act 
federal estate taxes may be reduced by 
utilizing the marital deduction, it is recog- 
nized that in most circumstances the federal 
estate tax on the estate of the surviving 
spouse will be increased. 


The key to reduction of the taxable estate 
is through gifts to third persons, There are, 
however, many factors (to be discussed 
later) in addition to tax savings that must 
be considered in giving away any portion of 
one’s estate. Such gifts may be made within 
the gift tax exemption and exclusions, and 
when planned over a period of years may 
result in substantial savings in death taxes. 
The estate tax savings are at the highest 
rates which would otherwise be applicable 
to the estate. 


Lifetime gifts provide an excellent means 
of saving income taxes, estate taxes and pro- 
bate expenses and of reducing forced sales. 


(1) Gift tax rates were made exactly three 
quarters of the estate tax rates. However, 


by making a gift and paying the gift tax the 
taxpayer may save more than one quarter 
of the estate tax on the amount of which 
he divests himself, because of the difference 
in bases of the two taxes, because of the 
removal from the estate of the amount paid 
as a gift tax, and because of the double use 
of lower tax brackets.” In the more sub- 
stantial estates where comparatively large 
gifts are made, the savings can be quite 
considerable. 


(2) Except with respect to a gift of a 
future interest in property, the first $3,000 
of a gift made to any one donee during the 
calendar year 1943 or during any calendar 
year thereafter is excluded in determining 
the total gifts for such calendar year.’ 


(3) In determining the amount of net 
gifts which may be deducted, if the donor is 
a citizen or resident of the United States at 
the time the gifts are made, a specific exemp- 
tion of $30,000, less the sum of the amounts 
claimed and allowed as exemptions in prior 
calendar years, is allowed.* This exemption, 
at the option of the donor, may be taken in 
its entirety in a single year, or may be spread 
over a period of years in such amounts as 
he sees fit; but after the limit has been 
reached no further exemption is allowable. 


(4) Under the Revenue Act of 1948 it is 
possible for one spouse to make a gift and 
have it treated for gift tax purposes as 
though it had been made one half by each 
spouse.® Thus, it permits the application of 
two $30,000 gift tax exemptions and increases 
the effective annual exclusion (except on 
gifts of future interest) to $6,000 on account 
of each person to whom a gift is made. 
However, certain technical requirements must 
be met before advantage may be taken of 
this gift-splitting privilege.® 


Hypothetical Case 


Assume that Mr. Estate Owner, who lives 
in Illinois with his spouse and three children, 
possesses an estate of $350,000. The reduc- 
tion of the taxable estate through utiliza- 
tion of the full marital deduction would be 
as follows: 





1 The average shrinkage due to such expenses 
has been estimated as follows: 


Gross Estate Percentage of 


Less Debts Shrinkage 
$ 100,000 8% 
250,000 Ty 
500,000 7 
1,000,000 6% 
2,500,000 6 
5,000,000 5% 
10,000,000 5 


This table is derived from data in Your Estate, 


published by the Estate Recording Company. 
Tax Advantages of Gifts 


2For detailed discussion, see Montgomery, 
Federal Taxes—Estates, Trusts and Gifts (1949- 
1950), pp. 7-14. 


3 Regulations 108, Section 86.10; Code Section 
003. 


4 Regulations 108, Section 86.12; Code Section 
1004. 


5 Regulations 108, Section 86.3a; Code Section 
1000 (f). 


6 Regulations 108, Sections 86.3a, 86.3b 86.3c; 
Code Section 1000 (f). 
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Diagram A 


Mr. Estate Owner leaves his entire estate Mr. Estate Owner leaves one half of his 
to his wife, who dies later, leaving the re- estate to his wife and the remainder to his 
maining estate to the three children. children. Upon the wife’s death, her property 


passes to the children. 


/ AGGREGATE REMAINDER / TRANSFER TAXES: 
TRANSFER TAXES:| § OF ESTATE is 


\tiosssz | $202,276 

















eee. 0h eee $350,000 
(2) On husband’s death: (2) On husband’s death: 

Federal estate tax.... $24,400 Federal estate tax $24,400 

Illinois inheritance tax 16,560 Illinois inheritance tax 7,112 

< | ge ea a eee eee yee 40,960 Total $ 31,512 
(3) Remaining estate for wife. . 309,040 (3) Wife’sestate.. ....... $175,000 
(4) On wife’s demise: (4) On wife’s death: 

Federal estate tax.... $61,522 Federal estate tax.... $24,400 

Illinois inheritance tax 4,500 Illinois inheritance tax 1,812 

REESE AE Ore enone 66,022 Total. own) ee 


_ (5) Net estate remaining for chil- (5S) Net estate ............. .... $350,000 





dren .. EO yt ek Ele $243,018 Less taxes: 
= Husband’s demise.... $31,512 
Wife’s demise........ 26,212 
Total nes 57,724 
(6) Net estate remaining for chil- 





dren Peer 


By making gifts of $60,000 to the children, remaining estate is increased by $24,210, as 
plus an additional $6,000 to each child in a shown by Diagram B. 
year, in which gifts the spouse joins, the net 
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wi N 








(ly Wet estate .....6.. 5. 
(2) Less gifts: 
Specific exemption $60,000 


$350,000 














Exclusion . he AE 18,000 

Total oat ee 78,000 
(3) Net estate after gifts. . $272,000 
(4) On husband’s death: 

Federal estate tax... $13,692 

Illinois inheritance tax 4,885 

Total ener y. — $ 18,577 


(5) Wite's estate... ......... , $136,000 
(6) On wife’s death: 

Federal estate tax.... $13,692 

Illinois inheritance tax 1,245 











MR Sr niece eer 
(7) Original net estate ........ $350,000 

Less taxes: 

Husband’s demise.... $18,577 

Wife’s demise....... 14,937 

GN, hae, 8 ln steeples: ee 
(8) Net estate remaining for chil- 


NUE ome oi 5-45 artes ..... $316,486 








Savings in death transfer costs could be 
increased by an orderly plan of gifts within 
the gift tax exemption and exclusions. If 
Mr. Estate Owner were to continue making 
annual gifts of $6,000 to each child for a 
period of five years, joined by his spouse, 
the aggregate savings in death transfer costs 
would be: 


Tax Advantages of Gifts 


Diagram C 











(1) Net estate . . $350,000 
(2) Less gifts: 

Specific exemption ._. $60,000 

Annual exclusions. 90,000 

Total ...... soaeseceee 250088 
(3) Net estate after gifts. . $200,000 
(4) On husband’s death: 

Federal estate tax.... $ 4,800 

Illinois inheritance tax 2,905 

IRR OR ecb, Sa ipins A vee ee . $ 7,705 

(5) Wifes estate’... .. . c..00.. $100,000 


(6) On wife’s death: 
Federal estate tax .... $ 4,800 
Illinois inheritance tax 705 





REN Repeats RM ee ae 


(7) Original net estate........... 
Less taxes: 
Husband’s demise.... $ 7,705 
Wite’s demise........ 5,505 





PEE ened Cosine sae 13,210 


(8) Net estate remaining for chil- 
“Re ee re ea 


Thus, lifetime gifts provide an excellent 
means of saving estate and inheritance taxes 
and probate expenses. If donated property 
subsequently appreciates in value, an addi- 
tional saving in transfer taxes is effected. 
Such property, if it had been retained by 
the donor until death, would have been in- 

(Continued on page 1041) 
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Table II—Death Tax Savings Through Gifts to Third Persons * 


Marital Deduction Use of Marital Deduction 
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* See footnote at end of table. 











Not Used 2 Contemplated 3 
(1) (2) (3) (4) (3) (6) (7) (8) 
Gift to Amount Re-_ Estate 
Net Third Tax moved from Tax Net Estate Tax Net 
Estate Person on Gift} Estate 4 Saved Savings © Saved Savings ® 
$ 100,000 $ 25,000 0 $ 25,0uvu $ 3,750.00 $ 3,750.00 0 0 
50,000 0 50,000 4,800.00 4,800.00 0 0 
75,000 $ 202.50 75,202.50 4,800.00 4,597.50 0 ($202.50) 
200,000 50,000 0 50,000 14,800.00 14,800.00 $ 7,500.00 $ 7,500.00 
100,000 1,905 101,905 28,242.90 26,337.90 9,600.00 7,695.00 
150,000 7,860 157,860 32,700.00 24,840.00 9,600.00 1,740.00 
300,000 100,000 1,905 101,905 30,571.50 28,666.50 26,542.90 24,637.90 
150,000 7,860 157.860 47,000.80 39,140.80 34,564.60 26,704.60 
200,000 17,190 217,190 60,706.60 43,516.60 35,800.00 18,610.00 
250,000 27,690 277,690 62,700.00 35,010.00 35,800.00 8,110.00 
400,000 100,000 1,905 101,905 32,371.50 30,466.50 30,133.40 28,228.40 
150,000 7,860 157,860 49,158.00 41,298.00 45,800.80 37,940.80 
200,000 17,190 217,190 66,957.00 49,767.00 58,894.20 41,704.20 
300,000 38,700 338,700 94,461.00 55,761.00 65,400.00 26,700.00 
500,000 100,000 1,905 101,905 32,609.60 30,704.60 30,571.50 28,666.50 
200,000 17,190 217,190 68,957.00 51,767.00 64,413.20 47,223.20 
300,000 38,700 338,700 105,410.00 66,710.00 92,018.00 53,318.00 
400,000 61,200 461,200 126,500.00 65,300.00 95,400.00 34,200.00 
600,000 100,000 1,905 101,905 33,809.60 31,904.60 30,571.50 28,666.50 
200,000 17,190 217,190 70,700.80 53,510.80 65,157.00 47,967.00 
300,000 38,700 338,700 108,610.00 69,910.00 100,436.00 61,736.00 
400,000 61,200 461,200 144,936.00 83,736.00 124,484.00 63,284.00 
700,000 100,000 1,905 101,905 35,666.75 33,761.75 32,171.50 30,266.50 
200,000 17,190 217,190 73,700.80 56,510.80 66,757.00 49,567.00 
300,000 38,700 338,700 112,584.00 73,884.00 103,210.00 64,510.00 
400,000 61,200 461,200 150,360.00 89,160.00 138,300.00 77,100.00 
500,000 83,700 583,700 186,125.00 102,425.00 157,000.00 73,300.00 
800,000 100,000 1,905 101,905 35,666.75 33,761.75 32,609.60 30,704.60 
200,000 17,190 217,190 76,016.50 58,826.50 68,757.00 51,567.00 
300,000 38,700 338,700 115,584.60 76,884.00 105,210.00 66,510.00 
400,000 61.200 461,200 154,784.00 93,584.00 141,960.00 80,760.00 
500,000 83,700 583,700 192,110.00 108,410.00 175,814.00 92,114.00 
600,000 106,710 706,710 226,107.80 . 119,397.80 .189,000.00 82,290.00 
900,000 100,000 1,905 101,905 37,466.75 35,561.75 32,609.60 30,704.60 
200,000 17,190 217,190 77,816.50 60,626.50 69,500.80 52,310.80 
300,000 38,700 338,700 120,345.00 81,645.00 107,210.00 68,510.00 
400,000 61,200 461,200 159,584.00 98,384.00 143,960.00 82,760.00 
500,000 83,700 583,700 198,784.00 115,084.00 180,636.00 96,936.00 
1,000,000 100,000 1,905 101,905 37,704.85 35,799.85 32,609.60 30,704.60 
200,000 17,190 217,190 79,816.50 62,626.50 69,500.80 52,310.80 
300,000 38,700 338,700 122,345.00 83,645.00 108,384.00 69,684.00 
400,000 61,200 461,200 * 164,584.00 103,384.00 145,960.00 84,760.00 
500,000 83,700 583.700 203,784.00 120,084.00 182,710.00 99,010.00 
1,100,000 100,000 1,905 101,905 38,504.85 36,599.85 32,609.60 30,704.60 
200,090 17,190 217,190 81,160.30 63,970.30 69,500.80 52,310.80 
300,000 38,700 338,700 125,145.00 86,445.00 108,384.00 69,684.00 
400,000 61,200 461,200 168,020.00 106,820.00 147,584.00 86,384.00 
500,000 83,700 583,700 209,584.00 125,884.00 184,710.00 101,010.00 
2,100,000 200,000 17,190 217,190 $9,335.50 82,145.50 80,360.30 63,170.30 
250,000 27,690 277,690 126,560.50 98,870.50 102,745.30 75,055.30 
500,000 83,700 583,700 262,954.00 179,254.00 213,895.00 130,195.00 
750,000 142,710 892,710 389,656.90 246,946.90 322,048.50 179,338.50 
1,000,000 202,710 1,202,710 507,302.70 304,592.70 423,867.20 221,157.20 
3,100,000 300,000 38,700 338,700 180,711.00 142,011.00 142,254.00 103,554.00 
500,000 83,700 583,700 308,813.00 225,113.00 242,043.00 158,343.00 
750,000 142,710 892,710 460,227.90 317,517.90 362,556.90 219,846.90 
1,000,000 202,710 1,202,710 605,619.50 402,909.50 479,002.70 276,292.70 
1,500,000 332,475 1,832,475 878,965.25 546,490.25 704,966.25 372,491.25 
4,100,000 400,000 61,200 461,200 273,708.00 212,508.00 207,540.00 146,340.00 
750,000 142,710 892,710 517,717.60 375,007.60 401,719.50 259,009.50 
1,000,000 202.710 1,202,710 686,436.30 483,726.30 534,538.20 331,828.20 
1,500,000 332,475 1,832,475 1,008,512.75 676,037.75 788,465.25 455,990.25 
2,000,000 470,235 2,470,235 1,303,805.75 833,570.75  1,027,386.95 557,151.95 
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Marital Deduction 


Table II—Death Tax Savings Through Gifts to Third Persons—Continued 


Use of Marital Deduction 


Not Used 2 Contemplated * 
(1) (2) (3) (4) (5) (6) (7) (8) 
Gift to Amount Re- Estate 
Net Third Tax moved from Tax Net Estate Tax Net 
Estate Person on Gift} Estate + Saved Savings 5 Saved Savings ¢ 
$5,100,000 $ 500,000 $ 83,700 $ 583,700 $ 369,331.00 $ 285,631.00 $ 286,013.00 $ 202,313.00 
1,000,000 202,710 1,202,710 752,798.90 550,088.20 580 419.50 377,709.50 
1,560,000 332,475 1,832.475 1,115,586.00 783,111.00 863,813.75 531,338.75 
2,000,000 470,235 2,470,235 1,459,824.55 989,589.55 1,136,098.70 665,863.50 
2,500,000 615,495 3,115,495 1,775,772.75 1,160,277.75 1,385,333.15 769,838.15 
6,100,000 600,000 105,710 706,710 474,695.70 367,985.70 374,556 39 267,846.30 
1,000,000 202,710 .1,202,710 800,507.39 597,797.30 628,527.90 425,817.90 
1,500,000 332,475 1,832,475 1,197,259.25 864,784.25 937,112.75 604,637.75 
2,000,000 470,235 2,470,235 1,581,838.65 1,111,603.65 1,230,005.75 759,770.75 
3,000,000. 771,510 3,771,510 2,281,439.90 1,509,929.90 1,791.834.20 1,020,324.20 
7,100,000 700,000 130,710 830,710 582,697.00 451,987.00 465,197.60 334,487.60 
1,000,000 202,710 1,202,710 838,215.70 635,505.70 666,836.30 464,126.30 
2,000,000 470,235 2,470,235 1,670,248.05 1,200,013.05 1,319,015.15 848,780.15 
3,000,000 771,510 3,771,510 2,453,845.60 1,682,.335.60 1,924,997.50 1,153,487.50 
3,500,000 938,775 4,438,775 2,815,550.75 1,876,775.75  2,211,485.50 1,272,710.50 
8,100,000 800,000 154,710 954,710 698,138.30 - 543,428.30 563,278.90 408,568.90 
1,500,000 332,475 1,832,475 1,315,132.50 982,657.50 1,055,586.00 723,111.00 
2,000,000 470,235 2,470,235 1,748,657.45 1,278,422.45 1,398,024.55 927,789.55 
3,000,000 771,510 3,771,510 2,591,251.30 1,819,741.30 2,056,039.90 1,284,529.c0 
4,000,000 1,107,525 5,107,525 3,371,188.25 2,263,663.25 2,661,760.50 1,554,235.50 
9,100,000 $09,000 178,710 1.078.710 818,658.30 639,948.30 675,638.90 496,928.90 
2,000,000 470,235 2,470,235 1,821,564.50 1,351,329.50 1,481,931.60 1,011,696.60 
3,000,000 771,510 3,771,510 2,810,511.70 2,039,011.70 2,186,900.30 1,415,390.30 
4,000,000 1,107,525 5,107,525 3,560,239.75 2,452,714.75 2,844,786.25 1,737,261.25 
4,500,000 1,289,295 5,789,295 4 062,484.05 2,773,189,05 3,151,582.75 1,862,287.75 
10,100,000 1.000.000 202,710 1,202,710 914,459.60 711,749.60 777,707.30 554,997.30 
5,000,000 1,473,045 6,473,045 1,864,871.55 1,394,636.55  1,536.638.65 1,066 493.65 
2,000,000 470,235 2,470,235 2,792,857.00 2,021,347.00 2,280,645.60 1,509,135.60 
3,000,000 771,510 3,771,510 3,693,340.75 2,585,815.75 2,989.887.25 1,882,362.25 
4,000,000 1,107,525 5,107,525 4,536,296.55  3,063,251.55 3,639,270.25 2,166,225.25 


1 Assuming that gifts are reported as being one half from husband and one half from wife, that 
each uses the $30,000 exemption and one annual exclusion of $3,000. 


period of years, savings increase. 


If gifts are made over a 


2 Assuming that entire estate belongs to one spouse and that the other either dies first or 
receives nothing allowable as a marital deduction. 
3 Assuming that net estate in column (1) represents combined holdings of husband and wife 
and that estate tax marital deduction will be used to bring about equal division of combined 


holdings. 
* Total of columns (2) and (3). 


5 Difference between columns (5) and (3). 


® Difference between columns (7) and (3). 





cluded in the gross estate at the appreciated 
value and taxed at higher rates. It is to 
be noted, however, that the disadvantages 
of the donee’s substituted tax base (capital 
gains, taxwise), may equal the death tax 
savings. Table II illustrates how much can 
be saved in estates of varying sizes,’ in 
estate taxes alone, through the use of life- 
time gifts. 


Savings in Income Taxes 


Where family income is concentrated in 
the higher income tax brackets, some sav- 
ings in aggregate income taxes can be effected 


by planned gifts. Deflection of income to 
donees in the lower tax brackets results in 
a lower aggregate family income tax. Such 
gifts save income taxes because they remove 
the income of the property transferred from 
the high income tax bracket in which it fell 
prior to the transfer, and place it in the 
lower income tax bracket to which the re- 
cipient of the gift is subject. However, since 
income splitting between husband and wife 
is permitted by the Revenue Act of 1948, no 
particular tax advantage is gained by deflect- 
ing income to a spouse. 


Some examples of savings in income tax 
by lifetime gifts to children are: 


™From “Heirs”? You Didn’t Plan On (Com- 


merce Clearing House, Inc., 1949), p. 11. 
Tax Advantages of Gifts 
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(1) (2) (3) (4) 
Estimated 
earnings 
Net income on gifts of 
before $78,000 
credits to three Income 
and Income _ children after 
deductions * tax (5%) gifts 
$ 25,000 $ 4,941 $3,900 $ 21,100 
35,000 8,698 3,900 31,100 
45,000 13,230 3,900 41,100 
60,000 21,045 3,900 56,100 
75,000 29,414 3,900 71,100 
100,000 44,629 3,900 96,100 
150,000 78,368 3,900 146,100 





Table III 


(5) (6) (7) (8) 


Income taxes after gift 


Savings in 


aggregate 

Mr. and family 

Mrs. Estate Three imcome 
Owner children Total tax ** 
$ 4,277 $288 $ 4,565 $ 376 
7,830 288 8,118 580 
12,225 288 12,513 717 
19,899 - 288 20,187 858 
28,212 288 28,500 914 
43,298 288 43,586 1,043 
76,871 288 77,159 1,209 


* Assumed credits for five persons and standard deduction. 


** Difference between columns (2) and (7). 


Gifts Within Gift Tax Exemption 
and Exclusions 


The maximum benefits of the gift device 
may be attained by gifts made within the 
gift tax exemption and exclusions. 


From the total amount of gifts, except 
gifts of a future interest, made on or after 
January 1, 1943, to any one person during 
a calendar year, the first $3,000 is excluded 
and only the balance may be subjected to 
gift tax.* Gifts of over $3,000 or of future 
interests ° to any beneficiary in any one year 
will be taxable or will reduce the amount 
of the specific exemption, if any, remaining 
to the donor. Thus, there may be a limitless 
number or sum of gifts within the exclu- 
sion privilege and free of gift tax. 


In addition to the exclusion of $3,000 for 
each gift (other than a gift of a future in- 
terest) to a donee in any calendar year every 


donor is allowed a single lifetime exemptiofi 
of $30,000.” 


Deductions are permitted, too, for gifts 
for charitable, public and religious uses.” 


Marital Deduction 


A donor is allowed a deduction equal to 
one half of the value of any gift made to his 
spouse subsequent to April 2, 1948." Gifts 
by one spouse to a third party made after 
April 2, 1948, may, at the election of the 
spouses, be considered as made in equal 


® Code Section 1003 (b) (3). 
*The term ‘future interests’’ refers to any 
interest or estate, whether vested or contingent, 
limited to commence in possession or enjoyment 
at a future date. Regulations 108, Section 86.11; 
Code Section 1003 (b). For discussion, see 
Montgomery, book cited, footnote 2, at pp. 
1005-1011. 





shares by each spouse, subject however to 
certain limitations and conditions.” By virtue 
of the Revenue Act of 1948, the gift tax 
exemption and exclusion is doubled. 


(1) It is necessary that each spouse be a 
citizen or resident of the United States. 


(2) The donor must be married at the 
time of the gift and must not remarry sub- 
sequent to the time of the gift and prior to 
the close of that calendar year. 


(3) The donor’s spouse must not be given 
a power of appointment over the property, 
as that term is used in Code Section 1000 (c).” 


(4) The spouses must consent to having 
the gifts considered as having been made 
in equal shares by each spouse.” 


Factors Other Than Tax Savings 


While the making of gifts may be justified 
by virtue of tax savings that may be effected, 
there may be other and more controlling 
factors which may make it unwise for the 
estate owner to divest himself of any portion 
of his estate. 


(1) Substantial savings in taxes may be 
wiped out by unwise giving. The donee may 
be improvident, extravagant and lacking in 
business judgment in the management, in- 
vestment and conservation of the gift. 


(2) The estate owner ought not to en- 
danger his financial security attained after 


10 Code Section 1004. 
11 Code Section 1004. 
12 Code Section 1004. 
13 Code Section 1000 (f) (1) (A). 


% For full discussion, see Montgomery, book 


cited, footnote 2, at pp. 955ff. 


% For the manner and time of signifying 


consent, see Regulations 108, Section 86.3a (b). 
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many years of industry by divesting himself 
of estate assets. 


(3) Where the substantial portion of one’s 
estate consists primarily of the controlling 
interest in a closed corporation, such control 
ought not to be reduced or endangered by 
a gift of shares of such corporation. Donees 
of stock in a closed corporation, though repre- 
senting a minority interest, may unfairly inter- 
fere with the management of the business 
or, perhaps, block a sale, reorganization or 
liquidation of the business that may be de- 
sired by the donor majority owner. 


(4) Gifts to minors may be objectionable 
for many reasons. Unless the gift is in trust, 
with trustees appointed to act for the minor, 
formal guardianship proceedings will need to 
be instituted in order to act with respect to 
the investment and management of the gift. 
Legal guardianships have many practical 
objections and limitations. Many legal prob- 
lems and tax aspects must be considered in 
the making of gifts to minors.” 


Because of the marital deduction law there 
is no longer much purpose served in making 
gifts to one’s spouse. 


As noted above, to be effective there must 
be a completed gift so that when it is made 
the property will be removed from the don- 
or’s estate. 


To come within the $3,000 annual exclusion 
the gift must be considered a present interest. 


Gift of Life Insurance 


The gift of life insurance contracts has 
many attractions for the donor seeking to 
minimize transfer costs and thereby enlarge 
the remaining net estate. It lends itself well 
to gifts within the $3,000 annual exclusion. 
“It is an accumulating type of property that 
does not involve the investment and rein- 
vestment problems nor the income tax con- 
sequences which gifts of dividend paying 
stocks or other forms of property entail. 
Also it is true that an insurance policy 
affords a vehicle for making gifts incon- 
spicuous and in a manner not likely to affect 
the child’s thinking or ambitions or be a temp- 
tation to spend when he attains majority.” ” 


The realization of proceeds from life insur- 
ance policies may substantially increase the 


1% See Fleming, ‘‘Gifts for the Benefit of 
Minors’’ (to be published in a forthcoming 
issue of the Michigan Law Review). 

Fleming, article cited, footnote 16. 

18 Code Section 22 (b) (1). 

19 If the proceeds are includible by reason (b), 
they are taxable in the proportion the amount 
paid by the decedent (excluding amounts paid 
on or before January 10, 1941, if on or after 
that date he possessed no incident of owner- 


Tax Advantages of Gifts 


family’s net estate. Amounts received under 
a life insurance contract by reason of the 
death of the insured are excluded from gross 
income.” Life insurance proceeds are not 
subject to federal estate tax except where 
(a) the decedent possessed at death any 
incident of ownership, exercisable alone or 
in conjunction with another, or (b) the pre- 
miums were paid directly or indirectly by 
the decedent.” 


The donee could very well continue to 
pay premiums on the life insurance policies, 
or could perhaps purchase with the donated 
funds life insurance on the life of the donor. 
Note, however, that the law includes insur- 
ance proceeds in the insured’s estate if he 
“indirectly” pays the premiums. Where the 
decedent transfers funds to his wife so that 
she may purchase insurance on his life, and 
she purchases such insurance, the payments 
are considered to have been made by the 
decedent even though they are not directly 
traceable to the precise funds transferred 
by him.” However, it has been held that 
where the insured at various times had 
made gifts of income-producing property to 
his wife, and the income was used by her 
to pay almost all premiums on insurance of 
which she and her children were benefici- 
aries, and the insured had only the right to 
have proceeds paid to his estate if all bene- 
ficiaries predeceased him, the wife’s use of 
the income for such premium payments was 
not sufficient to make the premiums attrib- 
utable to the husband.” 


Elements of Gift 


To realize the tax advantages of making 
gifts, it is to be observed that the gifts must 
be complete. Particular reference is made 
to two important elements of an effective 
gift: the absence of consideration and the 
possibility of any power in the donor to 
revoke the gift or to repossess or exercise 
any dominion or control over the property. 
Careless observance of these elements and 
failure of adherence to legal requirements 
have defeated many a well-planned estate. 


Delivery of Gift 


A mere intention to make a gift without 
delivery is ineffective.* While the means or 


ship or reversionary interest) bears to the 
total premiums paid. Regulations 105, Section 
81.27. 


% Regulations 105, Section 81.27. 


21 Estate of John E. Cain, Sr., CCH Dec. 11,730, 
43 BTA 1133; Estate of Albert Dudley Saunders, 
CCH Dec. 17,569, 14 TC 534. 


2 Rose Larson, BTA memo. op., January 17, 
1940, aff'd 41-1 ustc {§ 10,025, 117 F. (2d) 821. 
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the device by which delivery is made is not 
determinative of the effectiveness of the gift,” 
nevertheless a delivery is necessary. Resort 
must be had to the ordinary rules of law 
to determine what the delivery is. The de- 
livery must be as perfect as the nature of 
the property and the surroundings of the 
parties will reasonably permit. Obviously, 
it is not enough for a parent merely to place 
some cash in an envelope and mark it in the 
name of a minor child and place it in the 
parent’s file. 


The transfer must have all of the elements 
of a gift: there must be a donor; the donor 
must be competent to make the gift; the 
donor must have an intention to make a 
gift; there must be a delivery of the subject 
matter of the gift; the subject of the gift 
must be property or an interest in property; 
there must be an absence of consideration; 
there must be an absence of any power in 
the donor to revoke the gift or to repossess 
the gift or to exercise any dominion or con- 
trol over the property given; there must be 
a donee; the donee must be competent to 
accept the gift and the donee must accept 
the gift, although frequently acceptance will 
be presumed.” 


Contemplation of Death 


It is important to note that gifts or other 
transfers made in contemplation of death 
may be subject to federal estate tax. Trans- 
fers in contemplation of death made by a 
decedent after September 8, 1916, other than 
bona-fide sales for an adequate and full con- 
sideration in money or money’s worth, must 
be included in the gross estate for the purposes 
of the federal estate tax.” 


A transfer in contemplation of death is 
subject to tax although the decedent parted 
absolutely and immediately with his title to, 
and possession and enjoyment of, the prop- 
erty. The Regulations provide that “A trans- 
fer is prompted by the thought of death if 
it is made with the purpose of avoiding the 
tax.”"* However, there are cases holding 
that if the motive for the transfer is the 
desire to avoid the payment of income taxes, 





23 Regulations 108, Section 86.2. 


% City Bank Farmers Trust Company v. Hoey, 
38-2 ustc { 9377, 23 F. Supp. 831, aff'd 39-1 ustc 
| 9234, 101 F. (2d) 9. 

%It is not intended herein to discuss the 
applicable law relating to the elements of a 
gift and all the pertinent ramifications, but 
reference is made to Montgomery, book cited, 
footnote 2, at pp. 922-994. 


7° Regulations 105, Section 81.16. 
277 Regulations 105, Section 81.16. 
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the transfer, in the absence of other com- 
pelling factors, is not in contemplation of 
death.* The Board of Tax Appeals, in 
holding that the statutory presumption had 
been rebutted by the taxpayer, has said: 
“The evidence establishes the purposes moti- 
vating the transfer were the reduction of 
income taxes, the avoidance of gift taxes, 
and, as a corollary thereof, the equalization 
of the incomes of decedent and his wife. 
These are purposes associated with life 
rather than death,”™ citing U. S. v. Wells, 
283 U. S. 102. Within the rule of the 
Wells case, a transfer made for the pur- 
pose of avoiding estate taxes may or may 
not be in contemplation of death, depending 
on the circumstances.” It is suggested that 
the correct rule may be stated as follows: 
“.. if the facts show that the donor made 
a gift simply to avoid estate taxes but that 
the only consideration he gave to the fact 
of his death was to be conscious of inevitable 
death at some time, then the transfer is not 
to be regarded as a substitute for a will, 
made in contemplation of death in the statu- 
tory sense.” ™ 


Conclusion 


With the very substantial savings in trans- 
fer and income taxes, as well as in probate 
and administration expenses, which a family 
may achieve through the effective employ- 
ment of inter-vivos gifts, an estate plan should 
in almost every case give serious consideration 
to a program designed to realize these sav- 
ings under the existing law. A family which 
takes full advantage of the marital deduction, 
the gift tax specific exemption and annual 
exclusions, and lower income tax brackets 
and gift tax rates may largely avoid the 
serious impairment of family security which 
can result from the high transfer costs inci- 
dent to death. 


In every case careful attention should be 
given to the factors which affect the desir- 
ability of making gifts, apart from the sav- 
ings which may be effected. The ability of 
the donee to administer the gift, and its 


(Continued on page 1058) 


23 Hdith Huggard Sharp, CCH Dec. 8534, 30 
BTA 532 (nonacq.), aff'd 37-2 ustc { 9443, 91 F. 
(2d) 804. 

2° Kneeland, 34 BTA 816 (nonacq.). 

% Farmers’ Loan & Trust Company v. Bowers, 
38-2 ustc { 9471, 98 F. (2d) 794, cert. den. 306 
U. S. 648; Denniston v. Commissioner, 39-2 ustc 
1 9737, 106 F. (2d) 925, rev’g CCH Dec. 10,488, 
38 BTA 1076; Vanderlip v. Commissioner, 46-1 
ustc § 10,267, 155 F. (2d) 152, cert. den. 329 
U. S. 728. 

3 Trust Company of Georgia v. Allen, 44-1 
ustc f 10,118, 55 F. Supp. 269, 274. 
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Prepare Now 


for Government Controls to Come 


By AARON L. DANZIG 


THIS TIMELY SUGGESTION TO TAX MEN AND BUSINESSMEN POINTS UP THE 


IMPORTANCE OF ADEQUATE BUSINESS AND TAX RECORDS. 


IT IS BASED ON 


THE AUTHOR’S EXPERIENCE WITH CONTROLS DURING WORLD WAR Il .. . 





\ 7 E ARE NOW in that uncertain halcyon 
period preceding the opening of the 
floodgates. Soon the tumbling waters of 
allocation, priorities, price controls, man- 
power restrictions and salary stabilization 
will be upon us. How often will you ask 
yourself when that time comes: “Why didn’t 
I take the proper precautionary steps?” 
And poor groundwork can result just as 
much from an act of commission on your 
part as it can from an act of omission. 


For instance, improper statement of direct 
labor and material costs on an income tax 
return or balance sheet may put you in a 
very embarrassing situation when a price 
regulation based on base period markups 
is promulgated. Corporate minutes drawn 
with an eye on the tax law specifying sal- 
aries to be drawn by corporate officers may 
well be inadequate from the point of view of 
salary stabilization. Inventory work sheets 
that evaluate “chemicals,” with no further 
breakdown, may be useless when soda ash 
is suddenly placed on allocation. A reor- 
ganization under Section 112 of the Internal 
Revenue Code may satisfy every require- 
ment of the section, but kill a valuable 
price ceiling that otherwise would have 
been available. 


Yes, the footing is dangerous, but now js 
the time to build safe footholds against the 
coming flood. 


On September 9, 1950, President Truman 
issued an order requiring all sellers, with 
certain minor exceptions, to preserve their 
records showing all selling prices and costs 
for items sold or offered for sale between 


Government Controls 


May 24 and June 24, 1950. To most laymen 
this was the “tip-off” that all prices would 
be frozen as of that period. 


But that is not necessarily so. When the 
Emergency Price Control Act of the last 
war was passed, it provided that all prices 
be frozen as of October, 1941, as far as 
practicable. The war broke out on Decem- 
ber 7, 1941. Yet, most prices were frozen 
as of March, 1942. It does not take much 
intelligence to compare that situation with 
the present one and to realize that the base 
period for price freezes may still not have 
arrived. Of course, it is always possible 
that the May-June, 1950 base period will 
still be chosen—in which case what is done 
is done. But on the other hand, the real 
possibility of choosing some other base peri- 
od still exists and it would be foolhardy to 
disregard it. 





Accordingly, every businessman should 
be thoroughly circumspect about his prices 
and his markups. For instance, the business- 
man who at the present time is selling one 
of his most active items at an off-price for 
the purpose of disposing of possible excess 
inventory may be doing himself a great 
disservice. If the base period date is fixed 
as of this month, the off-price at which he 
is now selling will become his selling price 
for an indefinite period in the future, while 
controls are kept intact. It will not only 
become the selling price as to that item 
but, according to the typical technique which 
is employed in price regulations, the off-price 
at which he is now selling will become the 
basis for establishing the price of new and 
closely similar commodities which he may 
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try to produce or sell in the future. On the 
other hand, many producers or sellers may 
not at the present time be marketing an item 
they regularly sell in the high-priced field. 
This may be due to various reasons, such 
as concentration on a sales drive on a 
lower-priced item, inability to obtain just 
the right materials for the higher-priced 
item, or a temporary lull in the higher-priced 
item market. It is astonishing how many 
producers and sellers were caught in just 
such a position during World War II when 
the Emergency Control Act of 1942 applied. 


Putting it briefly then, each manufacturer 
should at this time be analyzing his price 
lines thoroughly to determine whether or 
not they are truly representative of the price 
lines which he usually produces or sells. 
He should also be looking at any catalogs 
or price lists which he issues to the trade, 
because it must be borne in mind that in 
connection with practically every price regu- 
lation that was issued during World War 
II, the prices at which commodities were 
offered formed the basis of price ceilings, 
as well as the prices at which such com- 
modities were sold. If a producer or manu- 
facturer is circulating a catalog or price 
list to his trade, he should carefully pre- 
serve any evidence to show that the catalog 
or price list is being circulated. Letters 
which accompany the price list or catalog 
are proof of their distribution, of course. 
Catalogs and price lists, if possible, should 
be dated, and the careful manufacturer or 
seller, in one or two instances, might even 
go to the extent of mailing a few of these 
items out by registered mail, return receipt 
requested. 


Price regulations are not normal forms 
of legislation and therefore the records 
which are kept in order to prepare for them 
and abide by them are not necessarily the 
type which a manufacturer or seller nor- 
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mally prepares. If, for instance, a manu- 
facturer or seller does not keep a regular 
record of how many items he sells in given 
price lines, he should carefully do so now 
to see whether or not his price structure, 
as it is presently constituted, and in the 
volume in which it is presently constituted, 
is truly representative of his business. Here, 
again, the unwary businessman can be easily 
trapped. Many times during OPA days a 
manufacturer who regularly sold high-priced 
items was able to prove a sale of only three 
or four individual items in that price line 
during the base period, and in practically all 
of these instances the OPA contended that 
these were so-called “sample sales” and 
therefore could not form the basis of a price 
ceiling. Another pitfall that lies in this 
area arises out of such regulations as the 
maximum average price plan. This overriding 
regulation which was promulgated by the 
OPA toward the end of the last war pro- 
vided that manufacturers were required to 
sell the same percentage of their production 
or sales in a given price line as they sold in 
that price line in the selected base period. 
This meant that if in the base period, for 
instance, a manufacturer or seller sold ninety- 
five per cent of his items in his lowest price 
field, he would have to sell approximately 
ninety-five per cent of the items in his 
lowest price field today, even though during 
the base period he may have had some very 


high ceiling prices at which he sold only in 
small volume. 


Because of the fact that these special rec- 
ords are most suitable at this time, wise 
accountants and tax lawyers will be counsel- 
ing their clients to prepare such records 
immediately and to give them a thorough- 
going analysis. These records will not just 
influence the business and industrial activity 
of this month and this year, but may well 
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influence the economy for many years to 


come, i.e., so long as price control remains 
in effect. 


Another extremely important aspect of a 
businessman’s records that must be subjected 
to a microscope are his records pertaining 
to the markups that he obtains on his com- 
modities, and here again the accountant and 
the tax practitioner must be guiding their 
clients constantly. In the first place, all 
too many businessmen are much too sloppy 
about their cost records. Every item of 
cost which goes into a given article should 
be carefully preserved in record form and 
the invoices substantiating each item of cost 
should likewise be carefully preserved. Hav- 
ing done this, the businessman must now 
look at his markup and determine whether 
or not during these periods it is abnormally 
high or abnormally low. Why is this neces- 
sary? Because a gigantic number of OPA 
price regulations have in the past provided 
that in making new items, i.e., items other 
than the items made in the base period, a 
manufacturer or seller is limited to the same 
markup which the manufacturer or seller 
took in the base period. But here a word 
of caution should be given, to accountants 
particularly. In preparing profit and loss 
statements and balance sheets, a careful 
delineation should be made between mark- 
ups over direct material and labor costs, 
and markups over all costs, including over- 
head. This is so because here again the 
pattern of price regulation became very 
stereotyped during the last war and, in 
determining the markups which would be 
applied to new items for purposes of fixing 
the ceiling price, the only items of cost which 
were permitted to be included were the 
items of direct labor and material cost. 
Therefore, if an accountant, in preparing 
such statements or other records for the 
client, unnecessarily throws into direct labor 
costs items such as supervisory labor, main- 
tenance, etc., he is, in fact, showing a lesser 
markup over direct labor and material costs 
than his client really obtains; but what is 
more important, he is setting the basis for 
future markups under OPA control. Here 
again, the businessman must go back into 
his records and find out whether or not they 
are properly set up to meet the situation 
to come If he is a garment manufacturer, 
for instance, does he have an accurate and 
complete check on the cost of the cutting 
operation of his garment and the cost of 
every other labor item, such as sewing, 
making and trimming? If not, now is the 
time to get such records in operation. It 
is later than you may think. 


Government Controls 








Another item that has to be very care- 
fully watched is the item of trade and credit 
discounts. In the base period, the practice 
employed with reference to these items 
must be continuously carried out under 
price control. This does not mean, however, 
that if a manufacturer sold one item 8/10 
EOM and another item net 10 days, he will 
not be permitted to use the different trade 
or credit discounts when price control is 
promulgated. 


Of course, with all these facts being known, 
one must exercise the highest degree of caution 
in dissolving corporations for tax purposes 
if the corporation in question has high ceiling 
prices. One must also use the same caution 
where mergers or consolidations occur and 
the corporation having the highest ceiling 
price loses its identity. 


Preparation for Allocations 
and Priorities 


Thus far, the National Production Au- 
thority has issued only one regulation. 
This regulation restricts the inventory 
of vital materials. These materials are 
somewhat limited in number and do not 
affect too large a segment of the economy. 
The regulation merely provides that each 
producer or seller must maintain no more 
than a practical minimum working inven- 
tory. But the far-sighted entrepreneur will 
now be getting his records in order and 
surveying the ground preparatory to fur- 
ther allocation and priority restrictions. 
Wherever possible, the technique of perpetual 
inventory control should be employed so that 
each manufacturer or seller has at his fin- 
gertips the specific quantity of each item 
which he has in inventory. This is essential 
from two points of view. First, because 
most priority and allocation regulations are 
based on usage of materials during the base 
period. If a manufacturer or seller finds 
that he has permitted a given item to run 
unreasonably low during what now may be 
the base period, he should bring that item 
up to par. In the second place, the advan- 
tage of the perpetual inventory control lies 
in the fact that this system is well-nigh 
essential under many priority and alloca- 
tion regulations. In connection with prior- 
ity applications, manufacturers and producers 
are constantly put to the necessity of 
reporting their inventory at the time of 
the application, and this may lie well in 
between the yearly dates when inventories 
are normally taken. In addition, each busi- 


nessman should be pulling out all invoices 
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for the past year and before that time, and 
be keeping a present record of all invoices 
for vital materials. These materials include 
such items as steel, textiles, lumber, paper, 
etc. It will appear frequently that a manu- 
facturer thought he used 10,000 tons of steel 
a year in connection with his product. Yet 
he will find that in the past year, for some 
abnormal reason, he bought only half that 
quantity. Such manufacturers should, of 
course, bring their purchases up to par, if 
possible, so that they have a truly repre- 
sentative base year purchase quota. 


Preparation for Salary Stabilization 
and Manpower Restrictions 


It is probably in this field that more 
people have said, ‘““‘Why didn’t I take care 
of that before?” than in any other field of 
governmental control. The reason for this 
absence of preparatory groundwork proba- 
bly lies primarily in the fact that a tremen- 
dous number of business organizations 
operate their salary and wage setups with- 
out any written plan and, in too many cases, 
without any plan at all. But now we have 
adequate warning, and the time to take the 
steps is now. Lawyers who for years have 
neglected the drawing of minimum corpo- 
rate records authorizing salaries for the year 
for officers of corporations which they 
represent certainly should take the mini- 
mum step of having these corporate records 
brought up to date and properly executed. 
It is needless to say that this serves not 
only as a basis for establishing salary levels 
which may be utilized when salary stabili- 
zation regulations came along, but it also 
serves to eliminate any questions by revenug 
agents as to the authorization for salaries 
drawn. It seems likely that the year 1950 
might well be chosen as the year upon 
which to base salary stabilization. Accord- 
ingly, early conferences of the executive 
personnel of every organization should be 
called for the purpose of determining fair 
and reasonable compensation for this year 
and having the same clearly recorded in 
writing, with some proof, if possible, as to 
the date when the recording was made and 
when the resolution was passed. The latter 
is advisable in order to avoid the taint that 
any records were prepared as an afterthought 
subsequent to the issuance of regulations. 


During the last war, the greatest problem 
lay not so much with the executive personnel, 
however, as with the rank-and-file workers. 
To say that the average plant was caught 
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barehanded, without any plan of promotion, 
salary increments due to longevity, in- 
creases due to merit, bonus schedules based 
on fixed formulas, etc., is to state an obvious 
fact. Now is the time for manufacturers 
to sit down and put their plans on paper. 
If they have no definite plan in this regard, 
it is most advisable that they evolve a fair 
and equitable plan that will guide them 
through the channels of wage stabilization. 
Most of the wage stabilization regulations 
of the last war recognized these plans, and 
increases given pursuant to them were not 
deemed violative of the ceilings established 
by the regulations. People who were for- 
tunate enough to have these prepared plans 
went quietly about their business, while 
others who had failed to take such steps 
daily stormed the doors of the Wage Stabil- 
ization Administrator with thousands of 
applications for wage increases, spending 
endless hours in endeavoring to traverse the 
red-tape maze. 


Lastly, each plant should carefully sur- 
vey its over-all personnel—the inventory of 
its employees. Is the inventory up to par? 
Is it abnormally low because of some de- 
sired saving in efficiency which may long be 
forgotten when manpower allocation is im- 
posed, and the top inventgry permitted is 
the top number employed at the present time? 


All of the above is based on the assump- 
tion that the pattern of regulations to be 
issued under the new administrative setup 
will resemble strongly the pattern of regu- 
lations utilized during the last conflict. 
There is strong reason to believe that this 
will be so. One of the most pressing rea- 
sons is the fact that all the most vital 
regulations used during the last war were 
tested in the courts and found to be valid. 
For the government to attempt, therefore, 
to evolve an entirely new pattern of legis- 
lation would be to invite new litigation and 
unnecessary trouble. In addition, it must 
be rembered that the old regulations were 
evolved in not just a few months, but were 
evolved, amended and amended again in 
the light of experience over a period of 
approximately four years. This experience 
will not be brushed aside lightly for new- 
fangled ideas. Newspaper releases already 
indicate that the new agencies are busily 
at work digging out the archives containing 
the former regulations. The general trend, 
therefore, undoubtedly seems to be towards 
the utilization of the pattern previously em- 
ployed. 


The locks are about to be opened. Is 
your ship seaworthy? [The End] 
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Tax Treatment 





of Advances by Stockholders 


By HAROLD KAMENS and WILLIAM A. ANCIER 


THE STOCKHOLDER WHO ADVANCES MONEY TO A COR- 
PORATION MUST CHOOSE THE RIGHT TAX ROAD — 
THE LOAN ROAD OR THE CAPITAL-CONTRIBUTION ROAD 


STOCKHOLDER who advances funds 
-Xto a corporation or who guarantees ob- 
ligations of the corporation is inevitably 
intent on salvaging something from the 
debacle when the corporation is unable to 
repay him or when default on its obligation 
requires him to make good on his guarantee. 


The problem is simple; the analysis com- 
plex. 


The alert tax man, having ascertained that 
recovery from the corporation, either di- 
rectly or by subrogation, is impossible, con- 
cludes rightly that the taxpayer can recoup 
best by setting off the loss against other 
income, i. e., by proving a deduction from 
gross incoinegScrutiny of Section 23 of the 
Interna] Revenne Code will lead him to 
ponder the applicability of subsection (a), 
dealing with expenses, subsection (e), deal- 
ing with losses by individuals, subsection 
(gz), dealing with capital losses and’ sub- 
section (k), dealing with bad debts. 


Section 23 (g)—Capital Losses 


In approachirg analysis of the tax conse- 
quences, the initial question to be answered 
is, “Does the advance constitute a loan or 
a capital investment?” 


If the advance is a loan, attempt can be 
made to allocate the loss to trade or busi- 
ness expenses, nontrade or nonbusiness ex- 
penses, trade or business losses, nontrade or 


1 Nonbusiness bad debts are treated as short- 
term capital losses. Code Section 23 (k) (4). 

2 Code Section 117 (b). 

3 Code Section 117 (d) (2). 

4 Daniel Gimbel, CCH Dec. 9754, 36 BTA 539 


(1937). 
Advances by Stockholders 


nonbusiness losses incurred in transactions 
entered into for profit, or business bad debts. 
If the taxpayer’s contention prevails there- 
under, the loss is deductible in full? 


If the advance is a capital investment, 
the loss arising on the worthlessness of the 
securities may be limited to fifty per cent of 
the loss* and may be allowed only to the 
extent of other gains from sales or exchanges 
of capital assets plus the net income of the tax- 
payer, or $1,000, whichever is smaller.’ It is 
not deductible from ordinary income and is not 
available in determining the net operating loss 
for carry-back and carry-forward purposes, 
nor is there a deduction for partial worthless- 
ness as in the case of business bad debts. 


Obviously, the taxpayer will strive to prove 
the advance was a loan, not a capital con- 
tribution. 


There is no general rule that a payment 
by a shareholder to his corporation or to 
one of its obligees to relieve it of an exist- 
ing obligation is per se a contribution by 
him to its capital, which augments the cost 
of his shares.“ Funds so advanced may or 
may not be contributions of capital depend- 
ing upon the circumstances under which the 
advancements are made.® Each case rests 
upon its own peculiar facts.°® 


An oft-cited case will illustrate the appli- 
cation of these general rules. In Van Clief 


v. Helvering,’ the taxpayer was the sole 
5 Edward Katzinger 

11,823, 44 BTA 533 (1941). 
® Herman Gaba, CCH Dec. 14,761(M), 4 TCM 

886 (1945). 

ee ustc { 9384, 135 F. (2d) 254 (CA of 
mo = 


Company, CCH Dec. 
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William A. Ancier 


stockholder of the corporation, having pur- 
chased his shares by paying cash and as- 
suming the debts of the corporation. He 
advanced substantial sums of money to the 
corporation over a period of some seven 
years thereafter, since the income of the 
organization was insufficient to meet its ob- 
ligations and insure its continued operation. 
The receipt of these monies was shown as 
a credit on the corporation’s books. 


The taxpayer deducted from his gross 
income both the amounts paid to discharge 
the corporate debts and the amounts ad- 
vanced to enable continued operation. The 
Commissioner disallowed the deductions, 
and the taxpayer appealed to the Board of 
Tax Appeals. The Board held that the sums 
paid by reason of the taxpayer’s assumption 
of the corporation debts did not constitute 
an advance on behalf of the corporation but 
represented an additional cost of the stock 
to the taxpayer. So far as the subsequent ad- 
vances were concerned, the Board did not dif- 
ferentiate these from the purchase payments. 


On appeal, the taxpayer did not contro* 
vert the holding as to the initial advances, 
but he did argue that the two transactions 
were basically different in nature. In 
examining the record below, the court ascer- 
tained that his explanation before the Board 
regarding the alleged loans was that he was 
trying to make the corporation “good 
again.” In response to the question as to 
why he did not liquidate the corporation, 
his answer was “because the corporation 
had various property and I preferred to help 
the corporation rather than liquidate it.” 


8 EF. G. Janeway, CCH Dec. 13,290, 2 TC 197 
(1943), aff'd 45-1 ustc #9162, 147 F. (2d) 602 
(CCA-2); Joseph B. Thomas, CCH Dec. 13,289, 
2 TC 193 (1943). 

® Portuguese-American Tin Company, CCH 
Dec. 13,291(M), 2 TCM 270 (1943), and com- 
pare Herman Gaba, cited at footnote 6. 
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Harold Kamens 


The court of appeals reversed the Board 
and remanded the case to hear further 
proofs and make further findings as to 
whether an indebtedness was created by the 
transactions in question. 


“The inference that a loan was intended,” 
stated the court, “is the natural or logical 
inference, and the fact that Van Clief was 
the sole stockholder of the corporation did 
not tend to rebut it. The fact that 
Van Clief made an advance to keep the 
corporation afloat rather than liquidate it 
has no tendency to show that a voluntary 
addition to capital rather than a loan was 
intended.” 


The substance, and not the form, of what 
was done will control;* and although the 
mere fact that the advancements were made 
by stockholders is not conclusive that they 
were contributions® to capital, a transaction 
wherein advances were made to a corpora- 
tion by stockholders in proportion to their 
stock ownership in it will be scrutinized 
closely.’ 


Since the intent of the parties controls, 
objective indicia of their treatment of the 
advances, though not conclusive, are quite 
important. If the parties show a consistent 
pattern of records, bookkeeping entries, in- 
struments of debt and procedures conform- 
able with a debtor-creditor relationship, a 
finding that a loan was the essence of the 
transaction will be facilitated. 


Many factors are considered in determin- 
ing the true nature of the transaction,” and 
although none of the decided cases lay down 
any comprehensive rule, the following ele- 


For general treatment of this question, see 
Kalish, ‘‘The Investor-Creditor Relationship in 
Closely Held Corporations,” TAxEs—The Tar 
Magazine, September, 1949, p. 820, and Hal- 
perin, ‘Issuance of Obligations upon Incor- 
poration,’"” TAxEs—The Tax Magazine, May, 
1947, p. 450. : 
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ments prove important: the presence or ab- 





sence of an instrument, the liability for 
interest, certainty of payment, fixed ma- 
turity date, right to share in profits, sub- 
ordination to claims of general creditors and 
inadequate capitalization. This last factor 
is becoming increasingly decisive in view of 
the common tendency to undercapitalize 
corporations and to supply needed working 
capital in the form of loans.“ That the 
Supreme Court intends such capital struc- 
tures to be closely regarded is evidenced by 
its deliberate dictum in John Kelley Company 
v. Commissioner” that “the effect of ex- 
treme situations such as nominal stock 
investments and an obviously excessive debt 
structure” will be considered in determin- 
ing whether a loan or a capital investment 
was intended. Practitioners before the 
Treasury Department are already aware of 
the Commissioner's interest in this point. 


That mere adherence to form will not be 
determinative of the issue is shown by E. G. 
Janeway.” In this matter, a man and wife 
formed a corporation to exploit certain min- 
ing claims. One thousand shares of no-par 
value stock were authorized, but none was 
sold directly. To finance its .affairs and 
provide working capital, the corporation au- 
thorized the borrowing of money in denomi- 
nations of $1,000, interest at six per cent 
to be payable thereon. The holder of each 
note was to receive as a bonus in considera- 
tion of the loan six tenths of a share of 
stock. Some $38,000 was lent the corpora- 
tion, and a notes payable account set up 
on the books, showing proper credits. The 
capital stock account indicated 22.8 shares 
were issued. The corporation’s earnings 
were not sufficient to enable it to meet the 
interest payments, and at least one year’s 
interest expense was accrued on the books. 


The petitioner’s deduction of his advances 
from gross income as bad debts was disal- 
lowed. As the court pointed out, although 
the records showed consistent treatment of 
the transaction as a loan, one salient fact 
negatived his contention: all the stock was 
issued in direct proportion to the amount 
of money put out by the stockholders. The 
effect was that in return for the money and 
in exact proportion thereto the petitioner 
and other stockholders received a capital 
interest in and control of the corporation 
and all its assets, earnings and profits. 


If the financing consummated by the par- 
ties results in the creation of a corporation 
11 See ‘‘Loan Versus Investment—Inadequate 
Capitalization,’ 5 Tax Law Review 424 (1950). 


12 46-1 ustc J 9133, 326 U. S. 521. 
13 Cited at footnote 8. 
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which operates without paid-in capital, 
obviously a capital investment was the basis, 
especially if such a capital structure is 
illegal under state law.” 

It might be queried why the capital loss 
limitation of Section 117 (d) (2) applies 
since the capital gains and losses provisions 
prevail, according to the wording of the 
statute, on “the sale or exchange” of a 
capital asset. The point is well taken 
because ordinarily the fact of loss arising 
out of an advance or guarantee is raised 
not by virtue of a sale or exchange of the 
securities but on their becoming worthless. 

However, Section 23 (g) (2) specifically 
modifies the general rule by stating that if 
securities as defined in Section 23 (g) (3) 
(which includes shares of stock in a cor- 
poration or the rights to subscribe for or 
to receive such shares) become worthless 
during the taxable year and are capital 
assets, the loss resulting therefrom shall be 
considered as a loss from the sale or ex- 
change, on the last day of such taxable year, 
of capital assets. 

Once it is determined that a capital con- 
tribution is intended, Section 117 (a) (1), 
defining capital assets, applies in all its 
vigor, leading to the usual conclusion that 
the capital gain or loss percentages and 
limitations prevail. 


Section 23 (a)—Expenses 


Having hurdled the first barrier, in that 
he has established that a capital investment 
was not made, the taxpayer must attempt 
to prove that Section 23 (a), 23 (e), 23 (k) 
or their subdivisions apply. 

He may contend that the advance or pay- 
ment under the guarantee is, in reality, an 
ordinary and necessary expense of the cor- 
poration and that the business of the cor- 
poration is essentially his individual business. 
In so doing, he runs up against the stumbling 
block of the legal-entity rule. A corporation 
and its stockholders, say the courts, are 
discrete in the eyes of the law, and this is 
so even though the corporation has but one 
stockholder. 

As far back as 1924, the Commissioner 
ruled ™ that the business of the stockholder 
is not the business of the corporation, and 
that the stockholder, however active he 
be in the affairs of the corporation, cannot 
deduct the expenses of the corporation on 
his own return. The Supreme Court suc- 
cinctly stated in Burnet v. Clark™ that “the 


4 Joseph B. Thomas, cited at footnote 8. 
%T. T. 1901, ITI-1 CB 120. 
#6 3 ustc 1010, 287 U. S. 410 (1932). 






































respondent was employed as an officer of 
the corporation; the business which he con- 
ducted for it was not his own. In no 
sense can the corporation be regarded as 
his alter ego, or agent. He treated it as a 
separate entity for taxation. He was 
not regularly engaged in indorsing notes. 
A corporation and its stockholders are gen- 
erally treated as separate entities.” ” 


Can the stockholder successfully contend 
that his own trade or business is being an 
investor or in any event being a corporate 
officer? The first argument receives short 
shrift from the courts. 

“A person may have investments in 
corporate stock, have no particular occupa- 
tion, and live on the return of his invest- 
ments. That would not constitute business.” 


In Higgins v. Commissioner,”® the petitioner 
sought the refuge of Section 23 (a). It 
appeared he- had extensive investments in 
real estate, stocks and bonds, and devoted 
considerable time to the supervision and 
conservation of his interests. He mainta ned 
an office for that purpose and employed help 
to assist him in those functions. The tax- 
payer urged that the elements of continuity, 
constant repetition, regularity and extent 
differentiated his activities from occasional 
like activities of small investors, but the 
Commissioner contended that mere personal 
investment activities never constitute carry- 
ing on a trade or business no matter how 
much of one’s time or of his employees’ 
time they may occupy. The Commissioner 
was upheld by the Board of Tax Appeals.” 


On appeal of this ruling, the Supreme 
Court held it would not reverse the Board’s 
conclusion that the mere management of 
personal investments was not carrying on a 
business, stating that the Board’s concep- 
tion of carrying on a business was similar 
to that expressed by the Supreme Court for 
an antecedent section.” 


7 And see Deputy v. Du Pont, 40-1 ustc 
9161, 308 U. S. 488, where the Court said: 
“The well established decisions of this Court 
do not permit any such blending of the cor- 
poration’s business with the business of its 
stockholders.’’ 

1% Washburn v. Commissioner, 2 ustc { 794, 
51 F. (2d) 949 (CCA-8, 1931). 

19 41-1 ustc { 9233, 312 U. S. 212. 

20 CCH Dec. 10,710, 39 BTA 1005. 

21 Van Wart v. Commissioner, 35-1 ustc {| 9342, 
295 U. S. 112. 

22 Code Section 272. 

23 Code Section 1141. 

2 See Higgins v. Commissioner, cited at foot- 
note 19. Certain rulings of less dignity (O. D. 
Set, 2 CB 1%, 190; O..D. St7, 4 CB ia, 1921; 
I. T. 2751, XIII-1 CB 43, 1934) appear in in- 
dividual cases but they are not determinative. 
Biddle v. Commissioner, 38-1 ustc { 9040, 302 
U. S. 573. 
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It therefore appears that the Bureau has 
the duty of determining what set of cir- 
cumstances constitutes carrying on a busi- 
ness, subject to re-examination of the facts 
by the Tax Court™ and, ultimately, to re- 
view on the law by the courts on which 
jurisdiction is conferred.” Despite the fact 
that the Bureau has this duty, no regulations 
have been promulgated or rulings approved 
by the Secretary of the Treasury which 
interpret the meaning of the subject phrase.* 
However, in the course of litigation, the 
courts have laid down certain important 
principles regarding the characteristics of a 
trade or business: 

(1) A trade or business is “that which 
occupies the time, attention and labor of 


men for the purpose of a livelihood or 
profit.” * 
(2) A person can be engaged in more 


than one trade or business.” 


(3) It is not necessary that the activities 
in question form his principal trade or busi- 
ness; it is sufficient that they may of them- 
selves be regarded as an occupation or 
business.” 


(4) A single isolated activity or transac- 
tion is not sufficient to constitute a business 
or vocation.” 


The contention that expenses incurred by 
a corporate officer may be deductible as 
business expenses has more merit than the 
mere investor’s argument, since it is recog- 
nized that a corporate officer, being one who 
sells his services, may be considered to be 
in business.” It must be questioned, how- 
ever, whether an advance to a corporation 
or payment of a corporate obligation pur- 
suant to a guarantee can be considered to be 
a deductible expense of the business of being 
an officer. 


In Frank B. Ingersoll,” the petitioner was 
a practicing lawyer who held a one-tenth 


* Fackler v. Commissioner, 43-1 ustc { 9270, 
133 F. (2d) 509 (CCA-6). 


2 Mente v. Eisner, 1 ustc { 34, 266 F. 161, 
cert. den. 254 U. S. 635. 

“Ignaz Schwinn, CCH Dec. 3322, 9 BTA 
1304 (1928). 


* Copper Manufacturing Company v. 
guson, 113 U. S. 727. 

2» Daily Journal Company v. Commissioner, 
43-1 ustc § 9437, 135 F. (2d) 687 (CCA-9); Com- 
missioner v. People’s-Pittsburgh Trust Com- 
pany, 1932 CCH Standard Federal Tax Reports 
§ 9441, 60 F. (2d) 187 (CCA-3): George Groves, 
CCH Dec. 10,448, 38 BTA 727; Ralph C. Holmes, 
CCH Dec. 10,029, 37 BTA 865; Foss v .Commis- 
sioner, 35-1 ustc § 9091, 75 F. (2d) 326 (CCA-1); 
W. D. Foreman v. Harrison, 48-1 ustc § 9303, 
79 F. Supp. 987. 

3© CCH Dec. 15,198, 7 TC 34 (1946). 


Fer- 
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interest in a laundry corporation owned by 
his family. To induce the bank mortgagee 
not to foreclose, the petitioner gave the 
bank his oral promise to pay the corpora- 
tion’s note in the event of nonpayment. 
The petitioner finally did make good on the 
note, giving as his motives the fact that he 
owned an interest in the business and the 
desire to protect his reputation with the 
bank which had honored him with “quite a 
little business of a professional nature.” 

Although the majority decision upholding 
the deductibility of this advance was bot- 
tomed on Section 23 (e), it is noteworthy 
that two of the judges concurring in the 
result preferred to regard the deduction as 
a business expense within the purview of 
Section 23 (a). It is naturally of little 
moment to the taxpayer just where his ex- 
penditure is allocated under the Code, so 
long as the deduction is approved, but 
astute counsel will want to raise all pos- 
sibilities in the pleadings to facilitate a 
favorable decision. 

The Ingersoll case will be of no valtie to 
the corporate officer claiming a deductible 
expense arising out of an advance or guar- 
antee unless he can establish that the pay- 
ment was made in furtherance of a business 
separate and apart from his corporate func- 
tion. No case seems to have arisen yet 
where the corporation officer was successful 
in his contention that an advance to the cor- 
poration or a guarantee of its obligations 
was within the scope of his duties and there- 
fore deductible as an expense. Reliance 
has been placed more generally upon either 
the loss or bad debt provisions of Sections 
23 (e) and 23 (k). The Board has indi- 
cated” that a deduction will not be allowed 
where the activities of the officer in advanc- 
ing money to the corporation were merely 
incidental to his obligations and duties as 
a corporate executive and did not afford him 
profit or expectation of profit separate and 
apart from the business of the corporation. 


It is therefore uncertain whether the 
courts will uphold such a deduction as an 
expense. However, skillful counsel in 
Maloney v. Spencer™ managed to convince 
the court that by virtue of a specific provi- 
sion in the lease the landlord had the duty 
of financing the operations of the corporate 
lessee. It can be pondered whether an em- 
ployment contract cannot so provide to the 
end that an expense deduction might be 





31 Samuel Lanski, CCH Dec. 9483, 34 BTA 


1019 (1936). 


#2 49-1. ustc { 9176, 172 F. (2d) 638 (CA-9), 


aff’ g 47-2 ustc f 9347 (DC Ore.). 


8% Ernest E. Lloyd, CCH Dec. 3201, 8 BTA 


1029 (1927). 
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taken in the event of an unpaid advance 
or guarantee. 


Section 23 (e)—Losses Sustained 
by Individuals 


In order to take advantage of this sub- 
section, the taxpayer must prove an uncom- 
pensated loss which was incurred either in 
his trade or business or in a transaction 
not connected with his trade or business 
entered into for profit. , 

(1) Incurred in trade or business—In an 
early case,” a taxpayer advanced money to 
develop a secret formula which he con- 
templated having exploited commercially by 
a corporation of which he was president. 
The development was a failure, and he de- 
ducted the expenditure from his taxable 
income as a business loss. The deduction 
was allowed, the Board being of the opin- 
ion that the loss was incurred in trade or 
business, “in that the furtherance of the 
business of the company of which he was 
president was legally and logically his busi- 
ness.” Although doubt has been expressed 
about the applicability of this case today 
because of its all-inclusive reasoning,” it 
will be noted the decision was cited with 
approval in a current leading case.” 

It must be proved that the expenditure 
was to further the corporation’s established 
business, for causing expansion beyond the 
corporation’s own field of activity will 
clearly indicate that the officer was not act- 
ing within the scope of his business as a 
corporate executive. 

In an interesting case in 1931,*% the court 
was able to sidestep meeting the issue of 
whether a loss arising out of a guarantee 
of the corporation’s obligations by the presi- 
dent and majority stockholder was one in- 
curred in his business. This official devoted 
about one third of his time to a lumber 
company, which corporation subsequently 
found itself operating at a loss when com- 
modity prices dropped. It entered into a 
written contract with the taxpayer that 
his compensation should be all the net 
profits of the company and that he should 
pay any and all losses incurred by it in its 
operations. The taxpayer carried on the 
business for four years, incurring substantial 
personal losses as a result of the corpora- 
tion’s operations. The court allowed the 
deductions for losses, pointing out that the 





31See ‘‘Bad Debts: Business or Non-Busi- 
ness,’’ 5 Tax Law Review 412 (1950). 

3 Charles Benson Wigton, CCH Dec. 17,189, 
13 TC —, No. 45 (1949). 

36 Wiggins v. Commissioner, 46 F. (2d) 743 
(CCA-1). : 
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corporate business was practically sus- 
pended during this period and that the tax- 
payer managed it without interference from 
the board of directors. 


“Under these contracts,” the opinion 
stated, “this lumber business was, in a very 
real sense, Wiggins’ trade and business. 
The contracts made the loss all his, prac- 
tically and legally, as much as if he had 
taken over the business and run it in his 
own name.” 


It will be remembered that it was stated 
in the Ingersoll case” that an advance to a 
corporation can be deducted as a loss in- 
curred in a trade or business without ques- 
tion, where the advance or guarantee 
payment was to further a separate trade or 
business of the stockholder. 


The courts are still loath to consider the 
advance of funds to, or the guaranteeing of 
the investments of, a corporation of which 
the taxpayer is an executive officer, as a 
part of his trade or business, except under 
“the most exceptional circumstances,” even 
though conceding that the activity of an 
executive of a corporation has been recog- 
nized as a trade or business.” 


(2) Transaction entered into for profit— 
Can the taxpayer-stockholder, abandoning 
the attempt to prove his investment func- 
tions were his business, prevail by sub- 
mitting that his advance or guarantee was 
a transaction entered into for profit? He 
can, but he must prove a direct connection 
between the advance and the possibility of 
profit inuring to him. 


In the Wigton case mentioned above,” the 
petitioner was the majority stockholder and 
president of a corporation which specialized 
in the design and construction of industrial 
plants. He ordered the purchase by the 
corporation of stock in a public utility cor- 
poration, guaranteeing the corporation 
against loss. The corporation did sustain 
a loss, and the taxpayer reimbursed it under 
his guarantee. In support of his contention 
that he was entitled to a deduction from 
his gross income pursuant to Section 23 (e) 
(2), he claimed that he stood to profit from 
the transaction either by the return of divi- 
dends arising out of the investment, or by 
the increased value of his stock resulting 
therefrom. 





The Tax Court disallowed the deduction, 
charging that the profit would go to the 
corporation, not to the stockholder. “It 
would be a far cry from the purpose of the 
statute to hold that an investment of a cor- 
poration was a transaction entered into for 
profit as to an individual stockholder simply 
because he might directly benefit from the 
investment or because he agreed to in- 
demnify the corporation against loss.” 


Examples of direct benefit from transac- 
tions are found in cases where the advance 
or guarantee was made by a promoter“ or 
a landlord. 

The above cases dealing with Section 23 
(e) are important, principally for their 
analysis of the meaning of “trade or busi- 
ness” and “transaction entered into for 
profit,” for the Supreme Court has held 
that Sections 23 (e) and 23 (k) (bad debts) 
are mutually exclusive.” The making of a 
specific provision as to debts indicates that 
these were to be considered as a special 
class of losses. If, therefore, the essence of 
the advance or guarantee payment is a debt 
running from the corporation to the stock- 
holder, the bad-debt provisions will apply; 
and what is excluded from deduction under 
Section 23 (k) cannot be regarded as al- 
lowed under Section 23 (e). 


Ordinarily, losses arising out of loans will 
have to be proved under Section 23 (k), 
therefore, but Section 23 (e) will still have 
applicability where the advance, although 
arising out of a loan, gave rise to no debt. 

In Abraham Greenspon,’ two individuals 
owned all the stock of a corporation and 
were its managing officers. They guar- 
anteed loans made to the corporation and 
after the corporation had been liquidated 
made good on their guarantee. Since the 
corporation was no longer in existence, no 
debt could arise, it was held, and Section 
23 (k) would not apply. The deduction was 
allowed under Section 23 (e). 


Section 23 (k)—Bad Debts 


Prior to the Revenue Act of 1942, the 
Code did not differentiate between types of 
bad debts. With the passage of 56 Statutes 
798, new Code Section 23 (k) (4) was added. 
This section, applicable in the case of in- 
dividual taxpayers for taxable years begin- 
ning after December 31, 1942, introduced 





* Cited at footnote 30. 
% Charles Benson Wigton, cited at footnote 35. 
% See footnote 35. 


“” Marjorie Fleming Lloyd-Smith, CCH Dec. 
10,770, 40 BTA 214. 


Section 23 (k): Robert Cluett 3rd, CCH Dec. 
1054 


And compare the follow- 
ing cases where the taxpayer prevailed under 


15,830, 8 TC 1178 (1947); Vincent C. Campbell, 
CCH Dec. 16,611, 11 TC 510 (1948). 

“ Maloney v. Spencer, cited at footnote 32. 

“Spring City Foundry Company v. Commis- 
sioner, 4 ustc { 1276, 292 U. S. 182 (1934). 

* CCH Dec. 15,632, 8 TC 431 (1947). 
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the concept of “nonbusiness” debts. Stock- 
holders making advances to corporations 
will want to avoid the application of this 
subsection to their losses since (1) non- 
business bad debts are not ordinary de- 
ductions from gross income but are treated 
as short-term capital losses“ and (2) no 
deduction is allowed for partially worth- 
less nonbusiness bad debts.“ 

(1) Nonbusiness debts—The Code de- 
fines the term “nonbusiness debt” as a debt 
other than a debt evidenced by a security 
as defined in Section 23 (k) (3) “ and other 
than a debt the loss or worthlessness of 
which is incurred in the taxpayer’s trade 
or business. 


The question whether a debt is one the 
loss from the worthlessness of which is in- 
curred in the taxpayer’s trade or business 
is a question of fact in each particular case,” 
and the determination of this question is 
substantially the same as that which is made 
for the purpose of ascertaining whether a 
loss from the type of transaction covered 
by Section 23 (e) is “incurred in trade or busi- 
ness” under paragraph (1) of that section.* 


The Regulations amplify the terse defini- 
tion of the Code by setting forth several 
examples illustrating that the character of 
the debt is not controlled by the circum- 
stances attending its creation or its subse- 
quent acquisition by the taxpayer or by the 
use to which the borrowed funds are put 
by the recipient, but rather by the relation 
which the loss resulting from the debt’s be- 
coming worthless bears to the trade or busi- 
ness of the taxpayer. If that relation is not 
a proximate one in the conduct of the trade 
or business in which the taxpayer is engaged 
at the time the debt becomes worthless, the 
debt is a nonbusiness debt. 


Clearly, if A is engaged in a trade or busi- 
ness and extends credit to B, the claim 
becoming worthless while A is still in busi- 
ness, the debt is a business debt, since the 
relation between the loss resulting from the 
debt’s becoming worthless is proximate to 
the conduct of A’s trade or business. 

44 Code Section 23 (k) (4). 

* Regulations 111, Section 29.23 (k)-6. 

#‘*As used in paragraphs (1), (2), and (4) 
of this subsection the term ‘securities’ means 
bonds, debentures, notes or certificates, or 
other evidences of indebtedness, issued by any 
corporation (including those issued by a gov- 
ernment or political subdivision thereof), with 
interest coupons or in registered form.’’ 

Regulations 111, Section 29.23 (k)-6. 

8 Regulations 111, Section 29.23 (k)-6. 

” «The legislative history of Section 23 (k) (4) 
indicates that its principal purpose was to 
Place a limitation upon losses from bad debts, 
such as loans to relatives or friends, which 
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On the other hand, if A is engaged in 
trade or business and lends money to a rela- 
tive, the loan having no connection with A’s 
business, the debt is a nonbusiness debt.” 


In our problem, the person making the 
advance or guarantee must, in order to ob- 
tain the benefit of the business bad debt 
provision, establish that (1) he was en- 
gaged ™ in a trade or business at the time 
the claim became worthless™ and (2) there 
is a proximate relation between the loss re- 
sulting from the debt’s becoming worthless 
and the trade or business of the taxpayer. 
The first rule to be drawn from the cases 
is that the corporation’s business must not 
be confused with the taxpayer’s business.” 


In L. F. Crofoot® the taxpayer was a 
practicing lawyer. He lent money to 
a client to complete the construction of a 
restaurant and tavern building, taking back 
through a nominee a note secured by a first 
mortgage. To make further funds available 
for construction, the taxpayer organized a 
corporation, subscribing and paying for 
stock in the company. There being a lack 
of operating funds in the restaurant and 
tavern business, he advanced substantial 
amounts of money to the corporation on un- 
secured notes. The petitioner took an ac- 
tive part in the management of the business, 
first as secretary, than as president. He 
approved all building contracts, contracts 
for entertainers and advertising supplies. 
The accounting records were kept by his 
law secretary in his office, and he visited the 
business from four to five times a week, 
going over the business accounts with the 
manager twice a week. Although he had in- 
vestments in several corporations, during 
the period here involved he took an active 
part in only this and another corporation. 

The business proved unsuccessful, and 
the enterprise was sold. The taxpayer took 
a deduction from his gross income in the 
amount of his unpaid notes. The Commis- 
sioner’s treatment of the loss as a nonbusi- 
ness bad debt was upheld, the Tax Court 
observing that the taxpayer was not en- 





had no connection with the business of the 
lender."" Robert Cluett 3rd, cited at foot- 
note 40. 

5° Tf the taxpayer is no longer engaged in 
his trade or business but is liquidating it, a 
loss arising from a worthless claim is a busi- 
ness bad debt. Example (6), Regulations 111, 
Section 29.23 (k)-6. 

51 See example (1), Regulations 111, Section 
29.23 (k)-6. 

32 For a sharp attack on this rule, see Guter- 
man, ‘‘Some Problems in the Deduction for 
Bad Debts,”’ 63 Harvard Law Review 832 (1950). 

33 CCH Dec. 17,216(M), 8 TCM 863 (1949). 
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gaged in the restaurant business. “That 
business was conducted by the corporation 
and was not his individual business.” While 
there appeared to be no legal obligation on 
the part of the taxpayer to advance money 
to the corporation, it may well be meditated 
whether the petitioner could not have made 
his case fall within the area of the Jngersoll 
case ™ and the Maloney case™ by laying a 
proper background. 


(2) Business bad debts.—In deciding 
whether the stockholder making the ad- 
vance was in business, two landmark cases 
bear mention. 


In Washburn v. Commissioner,” the peti- 
tioner was a lawyer engaged in the active 
practice of law. While so engaged in prac- 
tice, he organized a number of corporations 
and enterprises. He retired after forty-one 
years of practice in order to give his entire 
time to his various enterprises, which con- 
sisted of a national bank, a mineral associa- 
tion, a transit corporation, a hotel, an 
abstract company, a land and loan company 
and four timber holding corporations, He 
received no salary from these businesses. 
The petitioner maintained an office and com- 
plete organization to keep his records, and 
he gave personal attention to and partici- 
pated in the management of these various 
companies in which he had investments. 


In order to open up the timber lands of 
one of the companies, he organized a rail- 
road company. He advanced the money 
with which to build the line, taking back 
stock. The taxpayer subsequently sold the 
stock at a loss and claimed a deduction from 
his income, resulting “from the operation of 
any trade or business regularly carried on 
by the taxpayer.” 


The Commissioner contended the peti- 
tioner was a mere investor and that his oe- 
cupation was guarding his various investments. 
The loss in question, it was argued, was the 
result of an isolated transaction. The court 
of appeals upheld the deduction, stating 
as follows: 

“The business of petitioner was not merely 
looking after investments or reaping the 
return of past labor represented thereby. 
He had an office with a complete organiza- 
tion and gave personal attention to and par- 
ticipated in the management of these 
various companies and enterprises in which 
he had investments, not for the purpose of 
conserving them merely, but of carrying 
them on successfully and making them prof- 


54 Cited at footnote 30. 
55 Cited at footnote 32. 
56 Cited at footnote 18. 
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itable. His work for these different 
enterprises was not merely sporadic but was 
a continuous and regular carrying on. 

His income was the result not alone of his 
investments but also of his labor expended 
in connection with the management of the 
companies in which he had such invest- 
ments. The combination of the two is 
his vocation.” 


In Foss v. Commissioner," the petitioner 


was similarly a man of many interests and 
activities, his investments including a manu- 
facturing company, a water company, a real 
estate company, banks, railroads and a 
stockyard. He also maintained an office and 
kept books of account. After retiring, he 
devoted his time to looking after his in- 
vestments and to the operation of the vari- 
ous corporations. He successfully defended 
a minority stockholders’ suit in connection 
with a company in which he was the ma- 
jority stockholder, and deducted his legal 
fees from gross income. In upholding the 
deduction, the court stated: 


“A person of property, who devotes his 
time to the active management of it and also 
to active participation in the management of 
the companies in which his property is in- 
vested, and who maintains an office for that 
purpose where he spends a substantial part 
of his time, is carrying on business. ‘ 
The line comes between those who take the 
position of passive investors doing only 
what is necessary from an investment point 
of view, and those who associate themselves 
actively in the enterprises in which they are 
financially interested and devote a substan- 
tial part of their time to that work as a 
matter of business.” 


3ased on the reasoning of the above cases, 
there has developed the argument that an in- 
vestor who associates himself actively in the 
enterprises in which he is financially inter- 
ested is in the business of promotion. In 
Samuel Lanski,® the Board of Tax Appeals 
struck down this contention on the ground 
that the taxpayer promoted only those cor- 
porations in which he was a substantial 
stockholder; but four recent cases indicate 
a softening of this view. 


In Vincent C. Campbell,® the petitioners 
were engaged in organizing, owning and 
operating some twelve corporations engaged 
in the retail coal business. It was their prac- 
tice, as a part of their business, to advance 
money to these corporations on open ac- 





57 Cited at footnote 29. 
5S Cited at footnote 31. 
*® Cited at footnote 40. 
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counts. The loans to one of the corporations 
became worthless, and the taxpayers de- 
ducted the losses as business bad debts. 
The Tax Court approved the deductions 
because the losses had a direct connection 
with the business carried on by these peti- 
tioners and the losses were directly a result 
of and incurred in the business of organiz- 
ing and operating corporations engaged in 
the retail coal business. 


In Valentine E. Macy, Jr.,° the petitioner 
was engaged for many years in promoting 
and developing over twenty business enter- 
prises which included the following activi- 
ties: real estate development, publishing, 
cotton mills, coal mines, railroads, petro- 
leum mining, photographic equipment and 
broadcasting. He was actively engaged in 
furthering the interests of these corpora- 
tions, devoting his entire time and attention 
thereto, arranging for financing, determin- 
ing policies and participating in the selection 
of various top personnel, He _ main- 
tained an office for the regular transaction 
of this business, employing a bookkeeper, a 
stenographer and three other persons. 
Books of account were regularly kept. 


The petitioner became interested in the 
development of a company for the manu- 
facture of fountain pens and invested sub- 
stantial money in the company. He later 
advanced sizeable sums to the company, 
which amounts were carried on his books 
and the corporation’s books as open ac- 
counts. The company ceased operation 
after World War II started, and the tax- 
payer deducted the advances as_ busi- 
ness bad debts. 


The court, quoting the Foss case, held 
that the petitioner was in the business of 
promoting the various corporations and that, 
since the advances had a direct connection 
with the business so carried on and the loss 
was the result of and incurred in that busi- 
ness, the debts were properly classified as 
business bad debts. 


A companion case, J. Noel Macy," showed 


substantially parallel facts. The taxpayer 
became interested in a number of business 
ventures, in both a managerial and financial 
capacity, during the period from 1923 to 
1943. In every case, the corporations were 
very small companies, involving one, two or 
three people. The petitioner invested 
$25,000 in a seventeen per cent interest. in 
a Mexican development corporation. To 
enable the company to buy a rubber plan- 

6 CCH Dec. 16,797(M), 8 TCM 45 (1949). 

61 CCH Dec. 17,150(M), 8 TCM 713 (1949). 

62 Cited at footnote 32. 
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tation, the taxpayer endorsed its note for 
$25,000, which note he eventually had to 
pay after it went protest. The court held 
that he was not a mere investor but was 
engaged in financing and managing new en- 
terprises. “He gave financial aid both by 
the purchase of stock and by the lending 
of money, and in all these enterprises he 
was active, in varying degree, in their work.” 
The fact that the taxpayer was serving in 
the armed forces during the period of this 
transaction, thereby curtailing his mana- 
gerial activities, was held not to weigh 
against a decision that he had sustained a 
business bad debt. 


In Maloney v. Spencer,” the taxpayer was 
engaged as an individual in the business 
of operating several canneries. To relieve 
himself from the individual tort liability 
which might arise from fruit and vegetable 
poisoning, he organized three corporations 
to take over the businesses, taking back all 
the shares. He retained the realty and 
leased the three plants to the respective 
corporations, the leases providing that as a 
further consideration of his rentals he would 
provide adequate financing for their operations. 


He spent one third of his time in per- 
forming his activities as landlord—in dis- 
charging the financing obligations of his 
leases, in his travels for obtaining certifi- 
cates of necessity and in improving his 
rented plants. The remaining two thirds of 
his time was spent in performing his corporate 
functions as president of the corporations. 


In order to obtain operating funds for 
these companies, he had to guarantee the 
corporations’ notes. Upon default, he was 
forced to pay the notes, and he thereupon 
claimed a deduction for the losses as busi- 
ness bad debts. The district court found as 
a fact that the sums owed the plaintiff by 
the corporations were not contributions to 
the capitals of the corporation but were 
bona-fide loans. It further found that he 
was engaged in the business of acquiring, 
owning, expanding, equipping and leasing 
food processing plants and_ providing, 
through guarantee and otherwise, adequate 
financing of the operations of such plants, 
such business being regularly carried on by 
him for profit. It therefore held that the 
taxpayer had suffered a deductible busi- 
ness debt loss. 


The upper court, while deciding that the 
district court’s finding was not “clearly 
erroneous,” ™ stressed that the taxpayer was 





8 Per Rule 52 (a), Federal Rules of Civil 
Procedure. 
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engaged in a separate business as a land- 
Jord, involving the duty under the leases 
of providing adequate financing of the 
lessees. It therefore held the bad debt 
losses were directly incidental to that busi- 
ness. The signpost pointed out by this deci- 
sion should serve tax counsel in good stead. 


That a business bad debt can arise out of 
a transaction which is related to the tax- 
payer’s trade or business, isolated though 
the transaction be, is evidenced by Robert 
Cluett 3rd.* The taxpayer, a member of 
the New York Stock Exchange, received a 
one fourth interest in a new membership. 
He sold the interest, receiving cash and 
notes in payment therefor. His deduction 
as a business bad debt of the loss arising 
when the notes became worthless was sus- 
tained by the Tax Court on the ground 
that despite the fact that he was not in the 
business of selling stock exchange seats, the 
debt was closely related to the business of 
owning and using a stock exchange mem- 
bership for the production of income. 


Conclusion 


The stockholder who makes a direct or 
indirect advance to the corporation must 
first deal with the issue of the nature of the 
transaction before determining the tax treat- 
ment. If the advance was in essence a cap- 
ital contribution, the taxpayer has suffered 
a capital loss under Section 23 (g) with its 


* Cited at footnote 40. 


effect upon him, may make it unwise for 
him to receive substantial gifts. In many 
cases this objection may be obviated by the 
use of life insurance. Nor is the donor well 
advised to impair his own security or his 
ability to employ his resources to advantage, 
and in particular he should not lightly give 
up a controlling interest in a business. Where 
minors are involved other special problems 
are of concern, although a judicious use of 
trusts may be the answer in many cases. 


Detailed attention must also be given to 
more technical problems, such as whether 


consequent limitations. If the advance was 
a loan to the corporation, he is confronted 
with three possibilities for deduction of the 
loss from his gross income: .expense, loss 


or bad debt. 


Since the loss and bad debt provisions are 
mutually exclusive, the taxpayer will ordi- 
narily have to fall back on Sections 23 (a) 
and 23 (k). He must now thread his way 
carefully, for 23 (k) is subdivided into two 
parts, one covering business debts and one 
nonbusiness debts. The latter will lead to 
short-term capital loss treatment, whereas 
the former leads to full deductibility. 

Having skirted 23 (k) (4), our taxpayer 
can endeavor to prove his loss either as a 
business expense, a nonbusiness expense or 
a business bad debt. There is a paucity of 
cases dealing with the expense view, pos- 
sibly because of the difficulty of proving 
such an advance to be an ordinary expense; 
and consequently the majority of the cases 
in this statutory area are decided in the 
“business v. nonbusiness” tug of war. 


The core of decision is found to be the 
existence of a trade or business of the tax- 
payer. Passive investment does not meet 
the test, but active participation does, pro- 
vided such participation is extensive enough 
to warrant the label of “promotion.” The 
Maloney case bears study as a potentially 
fruitful guide, should our taxpayer’s activi- 
ties fall short of promotion status. 


[The End] 


= TAX ADVANTAGES OF GIFTS—Continued from page 1044 


a contemplated gift will be complete and 
will not be considered as made in contem- 
plation of death. In the many cases where 
life insurance will be an important part of 
the family plan, if the proceeds are not to 
be included in the estate of the decedent, 
premiums should not be paid by him either 
directly or indirectly and he should retain 
no incident of ownership. 


A carefully planned estate may lead to 
substantial tax savings, the most important 
part of which may be attributable to well- 
planned gifts. [The End] 





ST. LOUIS EARNINGS TAX 


A home rule charter authorizing St. Louis, Missouri, to levy an earnings tax 


not in excess of one per cent has been defeated by the electorate. 


The earnings 


tax levied by the city from September 1, 1948, expired by its own terms on 
July 17 of this year. 
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How Chapter X 


Reorganizations 


Affect the Net Operating Loss 


Deduction 


By SOLOMON S. MANDELL 


‘THE AUTHOR IS TAX COUNSEL FOR KALISH, 
RUBINROIT & COMPANY, NEW YORK CPA's 


. A CHANGE IN ENTITIES BRINGS ABOUT 


A CHANGE IN THE TAX PATTERN 


S A GENERAL RULE, there are two 

Xforms of reorganization under Chapter 
X of the National Bankruptcy Act. The 
first type of reorganization is in the nature 
of a recapitalization. There, the corporate 
entity remains intact, but the debt-and- 
capital structure is revamped. In the second 
case, a new corporation is formed to take 
over the assets of the old corporation to- 
gether with a modified debt-and-capital 
structure. 


Although both types of reorganization 
under Chapter X are essentially the same, 
the difference between the continuation of 
the same corporation and the formation of a 
successor corporation has caused different 
federal income tax results. Some of the 
minor differences in federal income tax 
which result from the two types of reor- 
ganization are as follows: first, as to whether 
deductions may continue to be taken for 
unamortized bond discount on bonds which 
are still outstanding after the reorganiza- 
tion (Helvering v. Metropolitan Edison Com- 
pany, 39-1 ustc J 9432, 306 U. S. 522 (1939); 
General Gas & Electric Corporation v. Com- 
missioner, 39-1 ustc J 9433, 306 U. S. 530 
(1939); Note, 56 Harvard Law Review 1308 
(1943)); second, as to the ability of a stock- 
holder to identify securities for his own tax 
purposes (Fleischmann, CCH Dec. 10,833, 40 
BTA 672 (1939); Crespi v. Commissioner, 
42-1 ustc § 9369, 126 F. (2d) 699 (CCA-5, 
1942) ); third, as to the deductibility of tax 
obligations and the interest thereon of the 
debtor corporation (Magruder v. Supplee, 
42-2 uste J 9498, 316 U. S. 394 (1942); Kop- 


Chapter X Reorganizations 


pers Company, CCH Dec. 13,687, 3 TC 62 
(1944)); fourth, as to whether the unused 
dividends paid credit of the debtor corpora- 
tion is still available (Jones v. Noble Drilling 
Company, Inc., 43-1 ustc $9429, 135 F. 
(2d) 721 (CCA-10, 1943)); fifth, concerning 
the taxable nature of refunds of processing 
taxes (Michael Carpenter Company v. Com- 
missioner, 43-1 ustc 9 9449, 136 F. (2d) 51 
(CCA-7, 1943)). 

In view of the fact that the corporation 
involved in the Chapter X proceeding is 
generally one that has previously sustained 
losses, the availability of these losses as a 
net operating loss carry-over under Code 
Section 122 is of extreme importance. Here 
exists probably the greatest difference in 
federal income tax treatment between the 
recapitalization of the same corporation and 
the formation of a successor corporation in 
a Chapter X proceeding. In the former 
case, the net operating loss of the preceding 
years is available as a carry-over under Code 
Section 122, whereas in the latter case, the 
net operating loss of the old corporation is 
unavailable to the new corporation. 


Section 122 of the Internal Revenue Code, 
providing for the net operating loss deduc- 
tion, specifies that “If for any taxable year 
the taxpayer has a net operating loss, such 
net operating loss shall be a net operating 
loss carry-over. . . .” This provision has 
been interpreted in such manner that under 
Chapter X, the net operating loss carry-over 
is available to a corporation which has been 
recapitalized but not to a successor cor- 
poration. 
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Separate Taxable Entities 


In New Colonial Ice Company, Inc. v. Hel- 
vering, 4 ustc J 1292, 292 U. S. 435 (1934), a 
corporation in existence for two years be- 
came financially embarrassed and was 
unable to operate properly. A creditors’ 
committee and a stockholders’ committee 
were formed, and negotiations resulted in 
the formation of a new corporation. The 
new corporation took over the assets and 
liabilities of the old corporation in exchange 
for a portion of its stock which the predeces- 
sor in turn distributed to its stockholders. 
The new corporation deducted, in com- 
puting its net income for the first year of 
operations, the operating loss of its predeces- 
sor in the preceding period. The question 
arose as to whether it was entitled to the 
deduction under Section 204 (b) of the Rev- 
enue Act of 1921 which provided as follows: 


“If for any taxable year ...it appears... 
that any taxpayer has sustained a net loss, 
the amount thereof shall be deducted from 
the net income of the taxpayer for the suc- 
ceeding taxable year. “ 

The provision is similar to the present 
Code Section 122. 


Arguing in the affirmative that it was the 
same taxpayer within the meaning of the 
law, petitioner contended that the continuity 
of the business was not broken and, also, 
that the ultimate parties in interest (stock- 
holders and creditors) were substantially 
the same after the transfer as before. Con- 
ceding such facts, the Court noted that 
although the continuity of the business was 
not broken, a new corporation was brought 
into the picture and, also, that the similarity 
of creditors or stockholders is unimportant 
since it is the tax liability of the corpora- 
tion which is involved. It held as follows: 

“When section 204 (b) is read with the 
general policy of the statutes in mind, as it 
should be, we think it cannot be regarded 
as giving any support to the deduction here 
claimed. It brings into the statutes an ex- 
ceptional provision declaring that where for 
one year ‘any taxpayer has sustained a net 
loss’ the same shall be deducted from the 
net income of ‘the taxpayer’ for the suc- 
ceeding taxable year; and, if such loss be in 
excess of the income for that year, the 
excess shall be deducted from the net in- 
come for the next succeeding taxable year. 
Its words are plain and free from ambiguity. 
Taken according to their natural import, 
they mean that the taxpayer who sustained 
the loss is the one to whom the deduction 
shall be allowed. Had there been a purpose 
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to depart from the general policy in that 
regard, and to make the right to the deduc- 
tion transferable or available to others than 
the taxpayers who sustained the loss, it is 
but reasonable to believe that purpose would 
have been clearly expressed. And, as the 
section contains nothing which even ap- 
proaches such an expression, it must be 
taken as not intended to make such a 
departure. ... 


“ce 


. we are of opinion that in law and in 
fact the two corporations were not identical 
but distinct. ... Thus the contention that 
the two corporations were practically the 
same taxpayer has no basis, unless as the 
petitioner insists, the fact that the stock- 
holders of the two corporations were sub- 
stantially the same constitutes such a basis. 

“As a general rule a corporation and its 
stockholders are deemed separate entities 
and this is true in respect of tax prob- 
lems ... in this case we find... nothing 
taking it out of the general rule. On the 
contrary, we think it a typical case for the 
application of that rule.” 

Thus, the opinion of the United States 
Supreme Court, in construing a statute 
comparable to the present Code Section 122, 
is that an original corporation and its suc- 
cessor through reorganization are separate 
taxable entities. Therefore, the second cor- 
poration is not entitled to deduct from its 
net income the net loss of its predecessor 
for prior years. 

Similar conclusions to that of the United 
States Supreme Court in the New Colonial 
Ice Company case had previously been reached 
in lower tribunals and by the Bureau of 
Internal Revenue. In G. C. M. 13073, XIII-1 
CB 116 (1934), the case dealt with the M 
Company which was organized as a Dela- 
ware corporation in 1921. At all times after 
organization it operated in Pennsylvania 
where its principal office was located and 
under the law of which it was registered. 
In 1930, it was domesticated as a Pennsyl- 
vania corporation and thereafter acted only 
as such. There was no change in corporate 
structure, stockholders, officers, directors, 
assets or liabilities. The Bureau held that 
the net losses of the Delaware corporation 
for 1928 and 1929 could not be carried for- 
ward by the Pennsylvania corporation as a 
deduction in its returns for 1930 and 1931, 
since they were not the same “taxpayer” 
within the meaning of the law. “The net 
loss deduction does not follow the business 
but is limited to the taxpayer.” See also: 
White House Milk Company, CCH Dec. 
857, 2 BTA 860 (1925); Donner, CCH Dec. 
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5200, 16 BTA 758 (1929); Donner, CCH 
Dec. 5197, 16 BTA 761 (1929); Maytag Com- 
pany, CCH Dec. 5388, 17 BTA 182 (1929); 
West Point Marion Coal Company, CCH Dec. 
6048, 19 BTA 945 (1930); Plumber's Supply 
Company, CCH Dec. 6231, 20 BTA 459 
(1930); Athol Manufacturing Company, CCH 
Dec. 6690, 22 BTA 105 (1931), aff’d 2 ustc 
q 843, 54 F. (2d) 230 (CCA-1, 1931); Stand- 
ard Silica Company, CCH Dec. 6691, 22 
BTA 97 (1931); Clark Dredging Company, 
CCH Dec. 6997, 23 BTA 503 (1931), aff'd 
1933 CCH StrAnpDARD FepERAL TAx REports 
4 9150, 63 F. (2d) 527 (CCA-5, 1933); Over- 
brook National Bank of Philadelphia, CCH 
Dec. 7148, 23 BTA 1390 (1931); A. Sprunt 
& Son, Inc., CCH Dec. 7250, 24 BTA 599 
(1931), aff’d 1933 CCH StTanpArp FEDERAL 
TAX REPORTS J 9263, 64 F. (2d) 424 (CCA-4, 
1933); Hartford-Empire Company, CCH Dec. 
7583, 26 BTA 134 (1932); Elliott-Granite 
Linen Corporation, CCH Dec. 7724, 26 BTA 
936 (1932); Farmers Cotton Oil Company, 
CCH Dec. 7822, 27 BTA 105 (1932), dism’d 
CCA-5, September 5, 1934; Manufacturers 
Trust Company, CCH Dec. 8216, 28 BTA 
1260 (1933); Swedish Iron & Steel Corpora- 
tion v. Edwards, 1932 CCH Stanparp Fep- 
ERAL TAX Reports § 9473, 1 F. Supp. 335 (DC 
N. Y., 1932), aff'd 69 F. (2d) 1018 (CCA-2, 
1934); May Oil Burner Corporation, CCH 
Dec. 8026, 27 BTA 1281 (1933), aff'd 1934 
CCH StaNpDArRD FEDERAL TAX REPoRTS J 9364, 
71 F. (2d) 644 (CCA-4, 1934); Volker et al. 
v. Crooks, 1931 CCH STANDARD FEDERAL TAX 
Reports { 9563, 53 F. (2d) 886 (DC Mo., 
1931); Central National Bank, CCH Dec. 
8318, 209 BTA 530 (1933); United States 
Trucking Corporation, CCH Dec. 8390, 29 
BTA 940 (1934); The Pennsylvania Com- 
pany for Insurance on Lives & Granting An- 
nuities, CCH Dec. 8446, 29 BTA 1285 (1934), 
aff'd 35-1 ustc $9120, 75 F. (2d) 719 
(CCA-3, 1935); Sprague-Sells Corporation, 
CCH Dec. 8633, 30 BTA 1165 (1934); Bran- 
don Corporation v. Commissioner, 1934 CCH 
STANDARD FEDERAL Tax Reports § 9363, 71 
F. (2d) 762 (CCA-4, 1934); Shreveport Pro- 


ducing & Refining Company, Inc. v. Cominis- 


sioner, 1934 CCH STANDARD FeEpeRAL TAX 
Reports § 93738, 71 F. (2d) 972 (CCA-5, 
1934), cert. den. 293 U. S. 616 (1924); Cem 
Securities Corporation v. Commissioner, 4 UsTc 
7 1318, 72 F. (2d) 295 (CCA-4, 1934), aff’g 
CCH Dec. 8061, 28 BTA 102, cert. den. 293 
U. S. 613 (1934). 

Similar conclusions to that of the United 
States Supreme Court in the New Colonial 
Ice Company case were subsequently reached 
in McLaughlin v. Purity Investment Company, 
35-1 ustc $9102, 75 F. (2d) 30 (CCA-9, 
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1935), cert. den. 295 U. S. 753 (1935); The 
National Bank of the Republic of Chicago, 
CCH Dec. 8805, 31 BTA 680 (1934); Weber 
Flour Mills Company v. Commissioner, 35-1 
ustc §9207, 82 F. (2d) 764 (CCA-10, 
1934); J. M. Smucker Company v. Keystone 
Stores Corporation, 35-1 ustc § 9360, 12 F. 
Supp. 286 (DC Pa., 1935), aff’d 36-2 ustc 
1 9326, 83 F. (2d) 1010 (CCA-3, 1936); 
General Finance Company of Philadelpiuia, 
CCH Dec. 9018, 32 BTA 949 (1935), aff’d 36-2 
ustc J 9466, 85 F. (2d) 846 (CCA-3, 1936); 
California Barrel Company, Inc. v. Commis- 
sioner, 36-1 ustc § 9080, 81 F. (2d) 190 
(CCA-9, 1936); First National Bank in Cali- 
coon, CCH Dec. 9403-C (1936), aff’d 87 F. 
(2d) 1004 (CCA-2, 1937); Herbert Pearson 
v. U. S., 37-2 ustc $9547 (DC Tenn., 1937). 

In all these cases, “taxpayer” was inter- 
preted strictly to include the same legal 
entity regardless of questions of continuity 
of business operations, similarity of 
creditors, stockholders, etc. If the legal 
corporate entity changed, it was a different 
“taxpayer,” even though the characteristics 
and circumstances surrounding both entities 
were the same. It follows that if the legal 
corporate entity is the same, the “taxpayer” 
is the same, even though there is a change 
of name, business operations, creditors, 
stockholders, etc. This distinction is recog- 
nized in the language of the circuit court 
in the Brandon case, above, in which the 
court stated: 


“Had there been a merger in which an 
existing corporation continued its existence, 
the other corporation or corporations, being 
subsidiaries of the main corporation and 
being merged into it, such as was the case 
in Western Maryland Ry. Co. v. Commissioner, 
supra, a different question might be pre- 
sented. Such is not the case here. The three 
separate and independent corporations went 
out of business and were dissolved, and the 
petitioner, a new corporation, was formed to 
take over the assets and business of ihe 
three. The new corporation was an entirely 
different and separate entity, and therefore 
a different taxpayer.” 

The distinction was more fully developed 
and followed in Alprosa Watch Corporation, 
CCH Dec. 16,559, 11 TC 240 (1948), and 
in A. B. & Container Corporation, CCH Dec. 
17,641, 14 TC —, No. 102 (1950). 


Same Taxable Entities 


The Alprosa case concerned the Esspi Glove 
Corporation which was organized in 1940 
under a broad charter. It then engaged in 
the manufacture and sale of women’s gloves. 
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It had one stockholder. The stockholder 
died in 1942 and his executors took over. 
In 1943, they sold all the stock of said 
corporation to new parties. The new inter- 
ests changed the name to the Alprosa Watch 
Corporation. Its place of business was 
moved. The nature of its business was 
changed to the buying and selling of jewelry. 
Finally, the existing assets and liabilities 
were sold to the executors for practically 
the same sum that the executors received 
from the new stockholders. As a result, 
the new parties owned a corporation which 
had none of its previous characteristics ex- 
cept for its charter and an operating deficit 
which appeared on its books. 


The corporation sought to deduct from 
jewelry profits losses sustained during the 
earlier part of the same fiscal year from 
the handbag business, plus the net operating 
loss sustained in the preceding fiscal year 
in the handbag business and plus the unused 
excess profits credit of the preceding fiscal 
year. Its claims were predicated on the 
theory that it and Esspi are one and the 
same taxable entity notwithstanding changes 
in the corporate name, stock ownership, 
business activity and the location of the 
place of business. The Commissioner, on 
the other hand, admitted that “technically 
the same corporate entity may have con- 
tinued in existence,” but argued that it 
should be disregarded, since it served no 
business purpose but merely a purpose to 
avoid federal income tax. 

The Tax Court held that the corporate en- 
tity could not be disregarded, concluding that: 

“The remaining question in the case is 
whether Esspi and petitioner are actually 
the same corporate entity. In view of the 
established principle that a corporation and 
its stockholders are separate legal entities, 
it is recognized that a change in stock 
ownership does not produce a new corporate 
personality. Erie Coca Cola Bottling Co., 
1 BTA 531; East Coast Motors, Inc., 35 BTA 
212. In Northway Securities Co., 23 BTA 
532, we held that the petitioner corporation 
was the same jural person as its so-called 
predecessor, notwithstanding a change in 
name, business situs, and type of business. 
American Coast Line, Inc., v. Commissioner, 


159 Fed. (2d) 665. ... 


“In the case before us the corporate name 
was changed, the locus of business was 
immediately moved, the corporate stock was 
acquired by new owners, and the nature of 
the business was corverted.... The new 
business activity was authorized by the 
original certificate of incorporation. Further- 





more, it is significant that no steps were 
taken to liquidate Esspi. . . . In these cir- 
cumstances, and on the authority of the cited 
cases, we hold that Esspi and Alprosa 
were the same corporate person for Federal 
tax purposes.” 

Similar to the Alprosa case is A. B. & 
Container Corporation, above. The taxpayer 
was in the book business under the name 
of American Book Exchange, Inc. All of 
its capital stock was sold to persons then 
engaged in the paper-container business. 
They changed the name of the taxpayer to 
the present name, increased its capital stock, 
transferred their paper-container business 
to it, moved its location and disposed of 
the assets involved in the book business. 
The Commissioner refused to permit tax- 
payer to deduct from the profits of the 
paper-container business the prior losses 
sustained in the book business, arguing that 
“a new corporation for Federal taxing pur- 
poses came into existence.” The court held 
for the taxpayer, stating that “Here there 
was but one corporation ... the Commis- 
sioner has adopted a scheme to increase 
taxes without authority. ...” 


Along the same vein as the Alprosa case 
is American Coast Line, Inc. v. Commissioner, 
47-1 ustc J 5906, 159 F. (2d) 665 (CCA-2, 
1947), which was referred to in the Alprosa 
case. The petitioner was organized in 1933. 
It was in business until 1935 but became 
inactive at that time. It was kept alive as a 
corporation by the payment of its franchise 
taxes, but it filed no income tax returns be- 
tween 1935 and 1939. In 1939, the corpora- 
tion was revived to take title to a ship. 
The existing stockholders, who had acquired 
their shares as security for a loan which 
was eventually repaid, surrendered their 
certificates for the 100 shares outstanding. 
They then increased the capital of the cor- 
poration to 600 shares and issued these 
shares instead. When active, the corporation 
filed on a calendar-year basis. Petitioner 
argued that it could now file on a fiscal-year 
basis, since it was really a new corporation. 
The court said no, stating: 


“The petitioner’s first point is that the 
corporation, having for all practical purposes 
been long moribund, became a new cor- 
poration when it was revived in July, 1939, 
and, as such had the privilege, without the 
Commissioner’s leave, of fixing a fiscal year 
instead of a calendar year, unlike a corpora- 
tion which had already used a calendar year. 
This argument is unsound on its face; every 
act of the shareholders contradicted it. They 
cancelled the old shares, increased the 
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capital of the corporation, took new shares 
for themselves. . . . Nothing could more 
clearly prove that they meant to avoid the 
expense of forming a new corporation, and 
proposed to make use of the old one. The 
excuse, which they attempted to make at 
the trial, that they thought they were mak- 
ing a new corporation .. . is plainly un- 
tenable; as Judge Murdock said in the court 
below: they ‘have not a leg to stand on’.” 

Again, the Board held in the case of 
Northway Securities Company, CCH Dec. 
7003, 23 BTA 532 (1931), acq. X-2 CB 52, 
that the taxpayer is the same where the 
legal entity is the same. Taxpayer was 
organized in 1919. Under a broad charter, it 
engaged in the manufacture of speedometers. 
In 1921, it sold all of its assets, both tangible 
and intangible (except some cash), for cash 
and capital stock of the buyer. It then 
retired the stock of the minority stock- 
holders for the cash and capital stock that 
it had received from the sale. As a result, 
it remained with cash and securities and 
with one stockholder (who previously owned 
about eighty per cent of its stock). Subse- 
quently, it changed its name, by an amend- 
ment to its articles of incorporation, from 
the Van Sicklin Speedometer Company to 
the Northway Securities Company. It also 
moved its office to Los Angeles, California, 
from Elgin, Illinois, and it thereafter en- 
gaged in the investment business. It then 
sought to deduct the 1921 loss from 
speedometer operations from the 1922 profits 
from securities. The Board permitted the 
deduction stating that: 

“We believe that the petitioner is the 
same ‘taxpayer’ as the Speedometer Com- 
pany within the meaning of section 204. The 
only change in the articles of incorporation 
was the change in name which is merely a 
formal matter. The stockholders and the 
amount of its capital stock remained the 
same, and it proceeded to carry on business 
under the same charter. The mere change 
in name did not result in the creation of 
a new legal entity.” 

Finally, in Nazareth Mills, Inc., CCH Dec. 
16,846(M), 8 TCM 164 (1949), petitioner 
argued that a deficiency based on the dis- 
allowance of a deduction should not be im- 
posed in view of a change of stockholders 
after the taxable year in question. The court 
held that “Any suggestion that because peti- 
tioner’s stockholders have changed since the 
period here involved the deficiency should 
not be imposed upon the new stockholders, 
is without merit. The corporation, which is 
the taxpayer, has remained the same. Al- 
prosa Watch Corp., 11 T. C. 240.” 


Chapter X Reorganizations 


It is clear, then, that “the taxpayer,” for 
the purposes of the net operating loss carry- 
over provisions of Code Section 122, refers 
to the same legal entity. Thus, if the entity 
is changed, the taxpayer is different. On 
the other hand, any change in corporate 
name, address, business operations, stock- 
holders and capital structure does not affect 
the corporate entity as such, and, conse- 
quently, the corporate taxpayer remains 
the same. 


Business Purpose 


Although the taxpayer remains the same 
for the purposes of Section 122, permitting 
the net operating loss carry-over, a new 
cause for disallowance of the deduction was 
injected into the Alprosa case. The Commis- 
sioner argued that the corporate entity 
should be disregarded and, as a result, the 
operating loss deduction disallowed. He 
argued that there was no business purpose 
to the acquisition of the corporate entity in 
question but merely a purpose to avoid the 
federal income tax through the availability 
of its prior net operating losses. The theme 
thus introduced into the case is the “busi- 
ness-purpose doctrine” evolved from Gregory 
v. Helvering, 35-1 ustc J 9043, 293 U. S. 465 
(1935), and the principles of Se¢tion 129 
of the Code. 


As to the question of “business purpose,” 
the Tax Court did not decide whether such 
principle applied to this type of case. In 
the first place, it questioned the Commis- 
sioner’s attempt to disregard the taxpayer 
corporation in view of the fact that the 
Commissioner recognized it by the very 
process of finding a deficiency against the 
corporation itself. Secondly, the court found 
that the acquisition of the corporation did 
serve a purpose, saying: 

“In addition, the facts in the instant case 
do not support a finding that the sole or 
principal purpose of the entire transaction 
was the evasion or avoidance of Federal 
taxes. We have found as a fact that the 
acquisition of an existing corporation was 
necessary if the Pierce watches were to be 
marketed, and, while we are satisfied that 
the parties in interest were not unaware of 
the tax advantages that might accrue 
through Esspi, the record does not support 
a finding that tax avoidance was the domi- 
nating motive.” 

Thus, it was unnecessary for the court to 
decide what would be the result if there 
were no business purpose. However, it 
should be noted that here the acquisition of 
the taxpayer corporation did not serve a 
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purpose other than the need for a corpora- 
tion in view of the fact that the individual 
stockholders decided to do business in cor- 
porate form. Thus, they could have formed 
a new corporation for their purposes. There- 
fore, it must be concluded that if the “busi- 
ness-purpose” doctrine does apply here and 
if the mere need of a corporate form for do- 
ing business is considered sufficient ‘“busi- 
ness-purpose” that test becomes meaningless 
in view of the fact that the very purchase 
and use of the corporation bespeaks the de- 
sire and need of that legal form for doing 
business. 


Deliberate Avoidance of Tax 


The other issue raised in the Alprosa case 
concerned the application of Code Section 
129. That section is aimed at corporate 
acquisitions where the “principal purpose” 
of the person making the acquisition is the 
evasion or avoidance of federal income taxes 
by obtaining the benefit of a deduction to 
which the acquired corporation is entitled. 
The Tax Court found that Section 129 did 
not apply to the year in question. It was 
not “able to discover any statement of law 
prior to the enactment of section 129 expres- 
sive of the specific principles set out in that 
section.” To that extent, the decision is of 
no value as an indication of what the court 
would decide as to corporations acquired 
after Section 129 became effective. How- 
ever, the court tossed in some dicta which 
are highly relevant on the question of the ap- 
plication of Section 129 to this situation. It 
stated that: 


“There is considerable doubt in our minds 
that, even assuming that this case were to 
be governed by section 129, the facts con- 
stitute a situation condemned by the section. 
That section would seem to prohibit the use of 
a deduction, credit, or allowance only by the 
acquiring person or corporation and not their 
use by the corporation whose control was ac- 
quired.” (Italics supplied.) 


In other words, the Tax Court doubts that 
the terms of Section 129 apply to the present 
situation, since here the taxpayer corpora- 
tion makes use of its own prior losses. Sec- 
tion 129 is expressed in terms of cases where 
the losses are used by the person acquiring 
the corporation rather than by the corpora- 
tion itself which sustained the losses. Of 
course, if in either event it cannot be shown 
that the “principal purpose” of the acquisi- 
tion was the evasion or avoidance of federal 
income taxes, then the section does not apply. 
In this respect, the Tax Court’s opinion in 
the Alprosa case indicates that the very need 
of the corporate form of doing business 


weighs against tax avoidance as the “prin- 
cipal purpose” for making the acquisition. 

Where the taxpayer corporation is ac- 
quired pursuant to a Chapter X reorganiza- 
tion proceeding, there would seem to be no 
room for the application of Section 129 to 
prevent the use of its prior net operating 
losses as a-carry-over. First, as stated be- 
fore, since the corporation is deducting its 
own prior losses rather than the losses of an 
acquired corporation, on its face, Section 129 
would appear to be inapplicable. Second, 
in view of certain sections in Chapter X of 
the Bankruptcy Act, the very fact that the 
plan of recapitalization was confirmed by 
the court would appear to vitiate the exist- 
ence of a “principal purpose” to evade or 
avoid federal income taxes and to estop the 
Commissioner of Internal Revenue from 
raising such an argument. Section 669 of 
Chapter X provides as follows: 


“Where it appears that a plan has for one 
of its principal purposes the avoidance of 
taxes, objection to its confirmation may be 
made on that ground by the Secretary of the 
Treasury, or, in the case of a State, by the 
corresponding official or other person so 
authorized. Such objections shall be heard 
and. determined by the judge, independently 
of other objections which may be made to 
the confirmation of the plan, and, if the 
judge shall be satisfied that such purpose 
exists, he shall refuse to confirm the plan.” 


In addition to the general right to object 
to the confirmation of a plan that has the 
avoidance of taxes as one of its principal 
purposes, the Bankruptcy Act also provides 
for adequate notice to the Secretary of the 
Treasury in each case. It states that: 


“After a plan has been accepted by the 
requisite majority of-creditors and/or stock- 
holders, a hearing is to be held before the 
judge upon notice to the debtor, creditor, 
stockholders, indenture trustees, the Secre- 
tary of the Treasury, the Securities and Ex- 
change Commission, and such other persons 
as the judge may designate, for considera- 
tion of the confirmation of the plan and of 
objections thereto. ... 


“The Clerk of the court must transmit to 
the Secretary of the Treasury copies of all 
petitions, answers, orders and applications 
in connection with the primary steps in the 
proceeding, together with certain papers 
specifically enumerated in the Act.” 

Since the Treasury Department is given 
notice of all the steps in each Chapter X 
proceeding and since it is given the oppor- 
tunity to object to any plan which has tax 


(Continued on page 1094) 
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Section 145 (b) 


and Prior Accumulated Funds 


By MARTIN H. WEBSTER 
Attorney, Los Angeles, California 


TAX EVASION CASES SOMETIMES TURN ON THE DE- 
FENSE OF PRIOR ACCUMULATED FUNDS, REGARDLESS 
OF THE METHOD OF PROOF USED BY THE GOVERNMENT 


T APPEARS to be the law of the land 

- that “moral turpitude is not a touchstone 
of taxability.”* Of more evident concern to 
the government, however, is the task of in- 
suring that moral turpitude does not become 
the touchstone of nontaxability. Were the 
government not alert to this task, many per- 
sons who rightfully should pay income taxes 
could successfully hide behind a screen set 
up by themselves—a screen consisting of 
books and records purposely destroyed or 
of transactions handled with a minimum 
possibility of their being traced as, for ex- 
ample, through dealings in cash. The only 
way in which this self-erected screen can be 
penetrated is through government reliance 
on circumstantial evidence. 


Section 145 (b) of the Internal Revenue 
Code provides as follows: 


“Any person required under this chapter 
to collect, account for, and pay over any tax 
imposed by this chapter, who willfully fails 
to collect or truthfully account for and pay 
over such tax, and any person who willfully 
attempts in any manner to evade or defeat 
any tax imposed by this chapter or the pay- 
ment thereof, shall, in addition to other pen- 
alties provided by law, be guilty of a felony 
and, upon conviction thereof, be fined not 
more than $10,000.00, or imprisoned for not 
more than five years, or both, together with 
costs of prosecution.” 

The cases decided under this section would 
appear to develop three principal methods by 
which the government has established a viola- 


tion of that section through circumstantial 
evidence alone. 


The first of these methods is the so-called 
bank-deposit method, whereunder the de- 
posits of the taxpayer are analyzed. To the 
extent that the deposits are not explained 
or explainable—either as exchanges, loans or 
other nontaxable receipts or as clear income 
items duly reported on the tax returns— 
they may, under appropriate circumstances, 
be considered as unreported income. The 
second method is the so-called expenditures 
method under which the expenditures of the 
taxpayer are analyzed. To the extent that 
the expenditures exceed the known resources 
of the taxpayer, including his reported in- 
come, they may, again under the appropriate 
circumstances, be considered as represent- 
ing unreported income. Finally, the third 
method of establishing unreported income 
by circumstantial evidence is the net-worth 
method. Here, the government attempts 
to demonstrate that the taxpayer’s net worth 
has increased in a manner disproportionate 
to the increase which should result if the 
income reported on the tax returns were 
correct. 


While it is true that an analysis of ex- 
penditures is generally undertaken in a net- 
worth case, thus making the expenditures 
method at that time a subpart of the net- 
worth method, the expenditures method has 
at least been spoken of as a separate and 
distinct method and will be so treated in 
this article.’ 





1Commissioner v. Wilcox, 46-1 ustc { 9188, 


327 U. S. 404, holding that an embezzler need 


pay no income tax on the money purloined. 
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2 Footnotes 10, 11. 





Since there is no violation of Code Sec- 
tion 145 (b) unless a tax is due,® it may 
readily be seen that a common line of de- 
fense to all three methods would be the 
claim that there were funds on hand at the 
beginning of the tax years involved, of 
which the government had no knowledge, 
which resulted from prior accumulations and 
which account for the.characteristics selected 
by the government as indicia of unreported 
income, Thus, accumulated funds on hand 
at the beginning of the period involved could 
be the source of the unexplained deposits 
under the deposits method or of the excess 
expenditures under the expenditures method 
or they could be proof that the alleged in- 
crease in net worth under the net-worth 
method was in fact no increase at all because 
of the erroneous beginning point used by 
the government. 


The defense of prior accumulated funds 
thus becomes a pivot point in the tax-evasion 
cases involving the use of any of the three 
methods above mentioned. 


Bank-Deposit Method 


The leading case on this method is Gleck- 
man v. U. S. * In that case, the defendant 
deposited in banks sums of money, both 
large and small, on numerous occasions dur- 
ing the tax years involved. He kept no 
books or records. No direct testimony was 
adduced by the government as to any par- 
ticular gain from any specific transaction, 
and there was no direct testimony to show 
what business transacted by the defendant 
produced the large sums deposited, although 
there was some evidence that defendant was 
engaged in an illicit liquor, business during 
a period prior to the years involved. The 
defendant’s testimony did explain many large 
deposits by showing that they resulted from 
nontaxable transactions. The government, 
however, had in its bill of particulars re- 
peatedly denied knowledge of the source of 
the deposits, stating that this information 
was more peculiarly within the knowledge 
of the defendant than the government.’ The 


3U. 8. v. Schenck, 42-1 ustc { 9363, 126 F. (2d) 
702 (CCA-2), cert. den. 316 U. S. 705 (1942): 
Gleckman v. U. 8., 35-2 ustc { 9645, 80 F. (2d) 
394 (CCA-8), cert. den. 297 U. S. 709 (1936); 
Tinkoff v. U. S., 37-1 ustc J 9057, 86 F. (2d) 868 
(CCA-7), cert. den. 301 U. S. 689 (1937). The 
exact amount of unreported income need not be 
proved: U. 8. v. Johnson, 43-1 ustc { 9407, 319 
U. S. 503, rehearing den. 320 U. S. 808 (1943); 
Cooper v. U. 8., 9 F. (2d) 216 (CCA-8, 1925). 

* Footnote 3. 

5 To this bill of particulars, the defendant 
made no objection. Compare: Rose v. U. 8.. 
42-2 ustc § 9500, 128 F. (2d) 622 (CCA-10), cert. 
den. 317 U. S. 651 (1942); Singer v. U. 8., 1932 


case went to the jury and a conviction re- 
sulted. On appeal, the defendant argued that 
the government had not met its burden, in 
that the untraceable items of deposits could 
just as well have come from nontaxable as 
from taxable transactions. To this the court 
replied, in oft-quoted language: 

“Undoubtedly, the burden was upon the 
government to prove that an income tax 
was due from Mr. Gleckman for the years 
in question over and above the amount re- 
turned—he could not be guilty of attempt- 
ing to evade or defeat a tax unless some 
tax was due. ... It may be conceded also 
that the bare fact, standing alone, that a 
man has deposited a sum of money in a 
bank would not prove that he owed income 
tax on the amount.... 


“On the other hand, if it be shown that 
a man has a business or calling of a lucra- 
tive nature and is constantly, day by day 
and month by month, receiving moneys and 
depositing them to his account and check- 
ing against them for his own uses, there is 
most potent testimony that he has income. 
and, if the amount exceeds exemptions and 
deductions, that the income is taxable.’” 


It is particularly to be noted that so far 
as is indicated in the appellate opinion, no 
attempt was made by the defense to show 
that the deposits came from funds on hand 
prior to the tax years involved. It appears, 
rather, that the only defense was the argu- 
ment that the deposits might not have been 
taxable income during the particular year 
in which deposited." 

A case in which the defense was raised 
that the deposits in question came from 
funds accumulated in prior years was Malone 
v. U. S.* In that case, tremendous sums 
were deposited in the defendant’s bank ac- 


‘counts. The prosecution attempted to show 


that the amounts were bribes received in the 
taxable years involved. The defendant took 
the stand and admitted that he had received 
bribes, but he claimed that they had been re- 
ceived by him many years before the years in 
question and that they had been kept by him in 


CCH Standard Federal Tax Reports { 9188, 58 
F. (2d) 74 (CCA-3). 

® See also Oliver v. U. S., 1931 CCH Standard 
Federal Tax Reports { 9649, 54 F. (2d) 48 
(CCA-7), cert. den. 285 U. S. 543 (1932); Guzik 
v. U. §., 1931 CCH Standard Federal Tax Re- 
ports § 9681, 54 F. (2d) 618 (CCA-7), cert. den. 
285 U. S. 545 (1932): U. 8. v. Venuto, 50-1 ustc 
§{ 9333, 182 F. (2d) 519 (CA-3). 

7™Compare Stinnett v. U. 8., 49-1 ustc { 9217, 
173 F. (2d) 129 (CA-4), where no explanation 
of the deposits in question was offered. 

838-1 ustc 79032, 94 F. (2d) 281 (CCA-7), 
cert. den. 304 U. S. 562 (1938). 
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‘his safety deposit box until the years in 
question when he removed the funds there- 
from and placed them in his bank account. 
The defense’: made a motion for a directed 
verdict; the motion was denied and the 
jury brought in a conviction. The appellate 
court held that the question of whether the 
deposits were income in the year of deposit 
was a jury question. The defense that the 
deposits may not have been income or that 
if income, they were not income in the years 
in question was simply one other factor to 
be weighed by the jury in the light of all the 
evidence. The verdict was left undisturbed. 


Expenditures Method 


The leading case under this circumstantial 
technique of proof is U. S. v. Johnson? In 
that case, the defendant, Johnson, was an 
admitted gambler. His income, according 
to his own tax returns for the years involved, 
amounted to no less than $100,000 for the 
lowest year and to more than $250,000 for 
the peak year. The government’s theory 
was that defendant had received other large 
sums of money through his interest in gam- 
bling houses ostensibly owned by others. The 
books and records of defendant and of all 
persons with whom he came in contact had 
been destroyed. After a long, “lurid” trial, 
the jury found against the defendant and, in 
effect, concluded that defendant had in fact re- 
ceived income from other gambling houses 
than those owned in his own name. The evi- 
dence which was considered by the circuit 
court and the Supreme Court as sufficient to 
buttress the jury’s conclusion was stated, in 
the Supreme Court’s language, as follows: 


“That he [defendant Johnson] had large, 
unreported income was reinforced by proot 
which warranted the jury in finding that 
certainly for the years 1937, 1938 and 1939, 
the private expenditures of Johnson exceeded 
his available declared resources. It is on 
this latter ground—namely, that presumably 
Johnson’s expenditures justified the finding 
that he had some unreported income which 
was properly attributable to his earnings 
from the gambling houses—that the court 


* Footnote 3. 

1041-2 ustc § 9677, 123 F. (2d) 111 (CCA-7), 
rev'd as to one point, 41-2 ustc { 9729, 123 F. 
(2d) 142 (CCA-7). 

1 Gordon, ‘‘Income Tax Penalties,’’ 5 Tax Law 
Review 186-187; Rothwacks, ‘‘Law and Pro- 
cedure in Criminal Tax Prosecutions,’’ TAxES— 
The Tax Magazine, September, 1948, p. 797; 
Wallace, ‘‘Penalties and Prosecutions for Eva- 
sion of the Federal Income Tax,’’ 1 Tax Law 
Review 337. 


Section 145 (b) 


below thought that the evidence on three 
of the substantive counts, those for 1937, 1938 
and 1939, were sufficient to go to the jury.” 


It is particularly to be noted that the 
prosecution in the Johnson case presented its 
case on the expenditures theory by establishing 
a fixed starting point some four years prior 
to the first of the tax years involved, at 
which time defendant’s resources were 
pegged by defendant’s own admission. His 
reported incomes in the four succeeding 
years were tacked on to his beginning as- 
sets, and, as a result, the government was 
able to establish the defendant’s net worth 
at the beginning of the first tax year in- 
volved. The government was thus able to 
add to this beginning net worth the defend- 
ant’s admitted income for the first tax year. 
The excess, if any, of the defendant’s ex- 
penditures over this total represented unre- 
ported income for that year, By a similar 
process, the unreported income for each of 
the years involved was calculated. (Neither 
of the circuit court opinions ® nor the Su- 
preme Court opinion discussed any attack 
by the defense upon the starting point from 
which defendant’s assets were first computed.) 


It is thus apparent that the government 
merely used the evidence of expenditures as 
a part of its case which was really based 
upon the net-worth method. 


Despite this fact, it is rather strange to 
find that some writers" and at least one 
judge have concluded that the Johnson 
case stands for the proposition that evidence 
of an excess of expenditures over reported 
income (and an absence of records) plus a 
possible source of income establishes a case 
which may, without more, be submitted to 
the jury. It seems to the writer that this 
conclusion overlooks, generally, the fact that 
evidence of expenditures is often merely a 
part of the net-worth technique and, in 
particular, the fact that the expenditures 
in the Johnson case were shown to have ex- 
ceeded the “available declared resources” 
of the taxpayer, that is, that the government 
in fact proved or gave evidence tending to 
prove that the expenditures in question 
came from current income rather than prior 
accumulations.” 


122 See dissenting opinion in Bryan v. U. S8., 
49-1 ustc § 9322, 175 F. (2d) 223 (CA-5), aff'd 
on another ground of appeal, 50-1 ustc { 9140, 
338 U. S. 552. 

13 For another expenditures case where the 
government introduced evidence as to a _ be- 
ginning point, see U. S. v. Skidmore, 41-2 ustc 
9716, 123 F. (2d) 604 (CCA-7), cert. den. 315 
U.S. 800 (1942). 








Other cases sometimes cited to prove that 
a showing that expenditures are in excess 
of reported income sufficient to make-a case 
for the jury, without reference to a begin- 
ning point, may be explained on different 
grounds, Thus, in U. S. v. Miro,“ the ex- 
penditures came from bank accounts, and 
the bank accounts had been proved to con- 
sist of deposits of net income. 


Nonetheless, the expenditures method is 
freely discussed separate and apart from 
the net-worth method and seems to have 
achieved a place in tax nomenclature. 

The really interesting question which is 
presented under the so-called expenditures 
method is whether the government can have 
its case submitted to the jury when it merely 
presents evidence tending to show that the 
expenditures came from current income, 
without reference to a beginning point, or 
whether the government must exclude all 
reasonable possibilities that the expenditures 
came from prior accumulations before it can 
have the case submitted to the jury. In the 
writer’s opinion this question has never been 
decided.” 


Net-Worth Method 


The third method by which the govern- 
ment can establish unreported income cir- 
cumstantially is the so-called net-worth 
method. As has already been mentioned, 
this method generally includes considera- 
tion of expenditures during the period under 
review and is commonly referred to as the 
“net worth-expenditures” method.” 


It is apparent that the net-worth method 
requires a comparison between the defend- 
ant’s economic position at the beginning 
and at the end of each of the taxable years 
involved in the prosecution.” To this dif- 
ference may be added known items of ex- 
penditure not represented by assets (such 
as living expenses, charitable contributions 
not deducted from the tax return due to 
percentage limitations, etc.). Net income 


141932 CCH Standard Federal Tax Reports 
9396, 60 F. (2d) 58 (CCA-2). 

4 See following material for further discus- 
sion of this point. 

16 See, for example, Bryan v. U. S8., footnote 
12: U. 8. v. Fenwick, 49-2 ustc { 9448, 177 F. 
(2d) 488 (CA-7). To the writer’s own knowl- 
edge, there are some cases which employ the 
net-worth method alone, but these have not 
found their way into the reports. For a case 
where the government fortified itself by com- 
putations using all three methods, see Jelaza 
v. U. 8., 50-1 ustc J 9149, 179 F. (2d) 202 (CA-4): 

7 [It is particularly important that the evalua- 
tion of assets be on a consistent basis at both 
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reported on the return and all known items 
of receipt which are nontaxable in nature 
are to be subtracted from the total. The 
net difference is considered unreported in- 
come. This process must be performed 
separately for each of the years involved. 
This method clearly points up that the basic 
problem for the government to hurdle is 
whether its starting point is accurate. 

Where the defendant has made admis- 
sions which he later contradicts concerning 
the beginning point, the government cer- 
tainly has enough of a case to make it a 
question for the jury.” 


Where, however, there are no admissions 
of defendant, no books or records, and de- 
fendant refuses to testify, the government’s 
problem of establishing a beginning point 
is very difficult indeed. Suppose, however, 
that the government produces some evi- 
dence as to a beginning point, and the evi- 
dence produced by the defense makes it 
possible that the government’s beginning 
point is wrong. Has the government made 
out a case which at least enables it to have 
the question submitted to a jury? 

On the assumption that the possibility 
raised by the defense is not so strong as to 
persuade the trial court that a conviction 
would be reversed, the answer would be in 
the affirmative. Thus, in the case of 
Schuermann v. U. S:7° the government made 
its net-worth calculations on the premise 
that defendant had “no substantial capital” 
at the beginning. The defense introduced 
evidence of prior accumulations, thus point- 
ing to appreciable assets on hand at the 
beginning. The appellate court analyzed the 
facts and held that a trial judge could rightly 
have submitted the case to a jury. Its 
philosophy is best expressed by these words 
of the court: 

“The federal appellate courts will have to 
rely heavily upon the sound judgment of 
the trial courts in appraising the sufficiency 
of the evidence to warrant submission of a 
tax evasion case to a jury.” 


times. Thus, if depreciated cost is used at the 
beginning, depreciated cost must be used at 
the end. 

18 Where undepreciated cost at the beginning 
and at the end is used, depreciation taken during 
the period involved should be considered a 
source of tax-free cash. Language in U. 8. 
v. Fenwick, footnote 16, would indicate that 
perhaps this same result would follow even if 
depreciated cost were used. 

1%” U, 8. v. Potson, 49-1 ustc J 9119, 171 F. (2d) 
495 (CA-7); U. S. v. Chapman, 48-1 ustc { 9312, 
168 F. (2d) 997 (CCA-7). 

20 49-1 ustc § 9281, 174 F. (2d) 397 (CA-8); cert. 
den. 338 U. S. 831 (1949). 
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Suppose, absent any books or records, 
the government produces some evidence as 
to a beginning point, but this evidence in 
and of itself. suggests the possibility that 
the government’s own beginning point is 
wrong. Under such circumstances, two re- 
cent cases have held that the government is 
not entitled to have the question submitted 
to a jury.” 


In the Bryan case,” the government used 
the net-worth method and produced some 
evidence of a starting point. On cross-ex- 
amination, however, the government auditor 
who had calculated this starting point ad- 
mitted that the defendant might have had a 
“lot of other money” in addition to the 
mere $40.70 which the auditor had found 
in the defendant’s bank account. At the 
close of the prosecution, the defense moved 
for a directed verdict, which was denied. 
The defense then put defendant’s wife on 
the stand. She testified to a prior accumula- 
tion by defendant of large sums of money, 
the result of bootlegging. The jury’s ver- 
dict of conviction, indicating disbelief in this 
defense, was reversed upon appeal on the 
ground that the case should not have been 
submitted to a jury in view of the weakness 
of the government’s own case. 

Similarly, in U. S. v. Fenwick,* the govern- 
ment examining agent testified that he had 
not inquired whether defendant had ac- 
cumulated cash from prior years over and 
above the amounts for which he was given 
credit in the net-worth statement. Even 
the United States attorney remarked that 
there might have been other assets. A con- 
viction was reversed upon appeal on the 
same ground as in the Bryan case. 


In both the Fenwick and Bryan cases, the 
following language was used: 

“The evidence, being circumstantial, must 
exclude every reasonable hypothesis other 
than guilt of the defendant .... the case 
should not have been submitted to the jury, 
since it did not exclude the hypothesis that 
the funds used in making some of the ex- 
penditures might have been from sources 
other than current business income.” 

If this language is confined to the special 
situations found in the Bryan and Fenwick 
cases, it is probably acceptable. When, how- 
ever, the court in the Fenwick case stated the 
following, it is submitted it went further 
than the facts warranted or the cases allow: 





“Remembering that the government has 
the burden of proof in a criminal case, that 
the burden never shifts to defendant, that 
circumstantial evidence must be of such 
character as to exclude every reasonable 
hypothesis except that of guilt, it necessarily 
follows that, when the government relies 
upon circumstances of increased net worth 
and expenditures in excess of reported in- 
come ™*™ to establish income tax evasion, the 
basic net worth must be established. The 
defendant is not compelled to take the wit- 
ness stand; he is not compelled to make 
proof that he is innocent, but he must be 
proved guilty by the evidence beyond all 
reasonable doubt, and where there is un- 
certainty as to whether all the assets of de- 
fendant are included in the government’s 
computation of net worth, it follows that its 
computations cannot be relied on. Essential 
proof of no other assets is the cornerstone 
of the evidence of the government; that 
cornerstone being faulty, the whole edifice 
is so weakened as to be undependable as 
proof of guilt beyond all reasonable doubt.” 


If the above quotation accurately reflects 
the state of the law in tax-evasion cases 
where guilt is sought to be established 
through circumstantial evidence alone, it is 
submitted that there could probably never 
be a conviction under any of the three 
methods herein discussed, since for all three 
methods a fixed beginning point is crticial. 
Yet we have already seen that in deposits 
cases” and in certain net-worth. cases,” 
there need not be a government showing of 
an impregnable starting point; and in the 
expenditures cases, although in the author’s 
opinion there is no case directly so hold- 
ing, certainly the Johnson case has been con- 
strued as containing no requirement that a 
fixed starting point be proved beyond a 
reasonable doubt.” 

To be compared with the language in the 
Fenwick case above quoted is the thesis ex- 
pressed in the dissenting opinion in the 
Bryan case. It is there stated: 

“Each of the above methods [the three 
methods of proving tax evasion through 
circumstantial evidence which we are here- 
in discussing] is predicated upon the sound 
legal proposition that evidence of a large 
amount of unexplained funds or property 
in the hands of a defendant during the tax 
years under scrutiny establishes a prima 





21 Compare Barcott v. U. 8., 48-2 ustc § 9377, 
169 F. (2d) 929 (CA-9), cert. den. 336 U. S. 
912 (1949), where, after the government intro- 
duced its evidence of beginning net worth, the 
defense merely argued that it was possible that 
this computation was wrong. The defense failed. 
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2 Bryan v. U. S., footnote 12. 

23 Footnote 16. 

24 Compare footnotes 11, 12 and related text. 
2% Footnotes 4, 7. 

26 Footnote 20. 

27 Footnotes 11, 12. 





facie case of understatement of income dur- 
ing that period [citing U. S. v. Johnson, 
above]. It is then incumbent upon the de- 
fendant to go forward and offer proof in 
explanation of this unreported excess in- 
income ....” 


This would appear to be a correct state- 
ment of the law as to deposits cases and 
possibly correct as to expenditures cases. 
Unless the holding of the majority opinions 
in the Bryan and Fenwick cases is limited 
Strictly to their narrow facts, it would not 
express the law, at least in the fifth and seventh 
circuits, as applicable to net-worth cases. 


Reconciliation of Cases 


Is there any basis upon which the con- 
cepts of the Fenwick opinion and of the dis- 
senting opinion in the Bryan case can be 
brought to a common meeting ground? It 
seems to the author that a reconciliation 
which will serve to explain the divergencies 
apparent in the above quotations is possible 
and that this reconciliation is based upon 
a recognition of the two different kinds of 
burden of proof and of the distinct functions 
of judge and jury. 

There are two kinds of burden of proof 
—one is the risk of nonpersuasion of the 
jury which, in all criminal cases, rests with 
the government; and the second is the duty 
of producing evidence sufficient to force the 
judge to submit the case to the jury. As 
to the latter burden, it initially rests with 
the government in a criminal case, and there 
is no single standard or test to determine 
when this burden has been met, for in the 
final analysis, it depends upon the nature 
of the evidence produced.” 

It is submitted that in cases under the 
deposits method and the expenditures method, 
the fact of periodic deposits or of large ex- 
penditures in and of itself should be suf- 
ficient to entitle the government to have 
the question submitted to the jury, for in 
the light of human experience, such a fact 
is so reasonably connected with income that 
the burden of producing evidence to get past 
the judge—as distinguished from the burden 
of persuading the jury—should be considered 


as having been met by the government. The 
defendant, of course, may or may not there- 
after produce evidence in his own defense, 
depending upon the facts available to him 
and upon the nature of the government’s 
case. It is thus conceivable, for example, 
that the facts offered by the defendant show- 
ing accumulated funds may be so over- 
whelming that the judge, as a matter of 
law, would be forced to direct a verdict of 
acquittal unless the government produced 
rebuttal evidence; or it is conceivable, as 
happened in the Bryan case, that the gov- 
ernment witnesses themselves might so 
plainly admit the possibility of error that, 
even as to the expenditures phase of the 
case, the issue should not be submitted 
to the jury. 

On the other hand, in net-worth cases, the 
basic fact to be proved is the alleged in- 
crease in net worth. A showing of such an 
increase requires a fixed reference point; 
without it, the government has not, even 
remotely, shown any unreported income or 
tax due. It accordingly seems clear that 
where the government may be wrong by its 
own admission, as in the Bryan and Fenwick 
cases, the government should be considered 
as not having met its burden of getting past 
the judge and, hence, not be given the 
privilege of testing its case before the jury. 
Where, however, doubt is cast upon the evi- 
dence adduced by the government by rea- 
son of defense evidence, there is simply an 
issue of fact—probably one among many— 
which then becomes a question for the jury 
to determine. The government has met its 
burden of going forward with the evidence 
and is now left shouldering its usual burden 
of persuasion which, in criminal cases, means 
beyond a reasonable doubt. 

Recognition of this very common evi- 
dentiary process would have avoided, it is 
believed, the divergent extremes enunciated 
by the Fenwick majority and the Bryan dis- 
sent. It would further avoid the shock that 
some writers—and many attorneys—suffer 
upon realization that the government can 
rightly win a case on circumstantial evidence 


alone. {The End] 


“In statutory construction the legislative intent is the polar star 
by which the court must be guided, and such intent must be 
given effect though apparently it may contradict the strict letter 
of the statute.”—-Chapman, J., in Singleton v. Larson. Supreme 
Court of Florida. January Term, 1950. 


38 Wigmore on Evidence, Third Edition, { 2485, 
2487. 


* Wigmore, footnote 28, { 2494. 
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ls a Voluntary Disclosure 


a Legal Defense 


to a Criminal Prosecution? 


By WILLIAM R. FRAZIER 
THE AUTHOR IS A JACKSONVILLE, FLORIDA ATTORNEY, 


ASSOCIATED WITH JAMES P. HILL. 


LEGISLATION IN 


ACCORDANCE WITH MR. FRAZIER’S SUGGESTION WAS 
DROPPED FROM THE REVENUE BILL BEFORE ENACTMENT 


GREAT DEAL of excellent current mate- 
‘Arial has been written dealing with various 
ramifications of the subject of tax fraud, 
including voluntary disclosure.’ 


One very important facet of the topic, 
however, which has received little more than 
cursory treatment is whether or not under 
existing law a voluntary disclosure of past 
income tax fraud is a legal defense to a 
subsequent criminal prosecution for the 
offense or offenses so disclosed. This ques- 
tion will quite obviously be of prime con- 
cern to any practitioner representing a client 
who contemplates a voluntary disclosure, 
or representing a client who has made such 
a disclosure. 


Insofar as the writer has been able to dis- 
cover, this precise question has not been 
answered squarely by any federal court.’ 
[It must, nevertheless, be admitted that for 


1For a sampling of such material: Gerald 
L. Wallace, ‘‘Penalties and Prosecutions for 
Evasion of the Federal Income Tax,’’ 1 Taz 
Law Review 329 (February-March, 1946); Lewis 
D. Spencer, ‘‘Proof of Income Tax Fraud,” 
25 Tax Law Review 451 (February-March, 
1947); Paul J. Foley, ‘‘Fraud and Evasion,”’ 
TAxES—The Tax Magazine, November, 1946, 
p. 1034; Kalish and Mandell, ‘‘Fraud Cases in 
the Federal Income Tax Law,’’ 82 Journal of 
Accountancy 305 (October, 1946); Myron L. 
Gordon, ‘‘Fraud in Federal Income Tax,’’ 32 
Marquette Law Review 120 (September, 1948); 
Walter H. Schulman, ‘‘Penalties and Problems 
Arising in Civil Tax Fraud Cases,’’ TAxES— 
The Tax Magazine, September, 1948, p. 791; 
J. P. Wenchel, ‘‘Tax Frauds and Voluntary 
Disclosures,’’ TAxES—The Tax Magazine, June, 
1947, p. 485; George D. Brabson, ‘‘Fraud and 
Good Faith in Tax Cases,”’ 14 Tax Magazine 
3 (January, 1936): Arthur H. Kent, ‘The 
Treasury Point of View,’’ 13 Tax Magazine 


Voluntary Disclosure 


the most part those writers who have ven- 
tured an opinion on the subject have an- 
swered the question in the negative.” 


The purpose of this article is to explore 
the possibility of constructing an argument 
of some legal plausibility to support the 
view that a voluntary disclosure is a legal 
defense to a subsequent prosecution of the 
offense disclosed. 


This question arises because of the much 
publicized policy of the Treasury Depart- 
ment, under which a delinquent taxpayer 
may voluntarily disclose past income tax 
frauds prior to investigation, without risk 
of criminal prosecution. A hypothetical ex- 
ample will suffice to indicate precisely how 
the theoretical legal question might well 
arise: A delinquent taxpayer undertakes to 
make a voluntary disclosure and, in so do- 
ing, makes a full and complete disclosure of 


511 (September, 1935); Paul J. Foley, ‘‘Pen- 


alties on Decedents,’’ TAxEs—The Tax Maga- 
zine, February, 1949, p. 124; Harry T. Devine. 
“Voluntary Disclosure of the Decedent's 
Fraud,’’ TAxES—The Tax Magazine, April, 1948, 
p. 308; Meyer Rothwacks, ‘‘Law and Procedure 
in Criminal Tax Prosecutions,’’ TAxEsS—The 
Tax Magazine, September, 1948, p. 797. 

2U, 8. v. Lustig, 47-2 ustc 9325, 163 F. 
(2d) 85 (CCA-2) can in sense be said to be a 
decision involving this problem, except for the 
fact that the trial court found and the cir- 
cuit court agreed that no voluntary disclosure 
had been made prior to investigation. 

See Groman, ‘‘Tax Frauds and Voluntary 
Disclosures,’’ Tax Institute of Southern Cali- 
fornia School of Law 1947 Masor Tax Prob- 
lems; Schulman, article cited, footnote 1; 
Gutkin, ‘‘Tax Law Violations and Enforcement, 
The Handling of Penalty Cases,’’ Proceedings 
of New York University Sixth Annual Insti- 
tute on Federal Taxation (1947). 
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certain fraudulent omissions of taxable in- 
come as reported in his 1947 return. The 
Commissioner of Internal Revenue later con- 
cludes that the taxpayer has not made a 
voluntary disclosure because his 1947 return 
was in the hands of a revenue agent for 
field audit; consequently, criminal prosecu- 
tion is recommended. The Department of 
Justice thereafter proceeds to indict the tax- 
payer. The defendant by way of defense at 
the trial injects the fact of voluntary dis- 
closure, which the United States District 
Attorney contends was not made. The 
court finds for the defendant on the issue 
of fact regarding full compliance with the 
requirements of a voluntary disclosure. The 
prosecution then replies that a voluntary 
disclosure is not, as a matter of law, a 
defense to a criminal prosecution. Thus, 
a clear question of law is raised; namely, 
Is an admitted voluntary disclosure a legal 
defense to a subsequent criminal prosecu- 
tion based on the offense disclosed? 


Two Viewpoints 


It is good enough at the outset briefly to 
summarize the view that a voluntary dis- 
closure is not a legal defense to a criminal 
prosecution. The following summary of 
such negative view is taken largely from 
stenographic minutes of District Court 
Judge H. M. Kennedy’s charge to the jury 
in U. S. v. Lustig,‘ as reported in an article 
appearing in the Journal of Accountancy.® 

The voluntary disclosure policy is nothing 
more than an administrative policy. Inas- 
much as it is only a policy and nothing 
statutory, a taxpayer availing himself of its 
privilege gets no legal immunity for his 
crime. In order to get such immunity, there 
must be a compromise of criminal liability 
under Section 3761 of the Internal Revenue 
Code. This statute requires specific assent 
of the Secretary of the Treasury to each 








particular case. Such assent may not be in 
“blanket form” as in the situation with 
regard to the policy of voluntary disclosure. 
Nothing in the law compels any case to be 
compromised. Until he assents, there is no 
compromise, nor anything to compel the 
Secretary of the Treasury to compromise 
any case. A compromise cannot be spelled 
out by any form of estoppel arising out of 
the voluntary disclosure policy and not law; 
the Secretary may go back on his word 
and refuse to compromise a criminal case 
where a disclosure was made before investi- 
gation. Thus, a voluntary disclosure is no 
legal bar to a later criminal prosecution of 
the crime disclosed. 

The view that a voluntary disclosure is 
a bar to a subsequent prosecution may be 
summarized as follows: The public state- 
ments made by various Secretaries of the 
Treasury,’ establishing and continuing the 
voluntary disclosure policy of the Treasury 
Department, were made under and by virtue 
of Section 3761 of the Internal Revenue 
Code.’ A voluntary disclosure is, there- 
fore, a form of compromise under which the 
Treasury invites disclosures of past tax 
frauds and which automatically forces the 
delinquent taxpayer to pay in full his back 
taxes, interest and civil fraud penalties *® in 
return for a promise of immunity from 
criminal penalty for such fraud. Section 
3761(a) of the Code, relating to authority 
to compromise, seems to be couched in suf- 
ficiently general language to permit the 
Secretary of the Treasury to give his ad- 
vance blanket approval to the compromise 
of criminal cases and still maintain sub- 
stantial conformity with the statute. The 
statute does not require the taxpayer to get 
the specific assent of the Secretary of the 
Treasury to compromise, nor does it pre- 
scribe the method of getting the required 
assent. 





4U. §. v. Lustig, 46-2 ustc J 9318, 67 F. Supp. 
306 (DCN. Y.). 


5 Kalish and Mandell, article cited, footnote 1. 


6 Public statement of present Secretary John 
Snyder, reported in the New York Times, 
August 8, 1946. 


7 Code Section 3761. Compromises: 

(a) Authorization.—The Commissioner, with 
the approval of the Secretary, or of the Under- 
Secretary of the Treasury, or of an assistant 
secretary of the Treasury, may compromise 
any civil or criminal case arising under the 
internal revenue laws prior to reference to 
the Department of Justice for prosecution or 
defense; and the Attorney General may com- 
promise any such case after reference to the 
Department of Justice for prosecution or 
defense. 
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(b) Record.—Whenever a compromise is made 
by the Commissioner in any case there shall 
be placed on file in the office of the Commis- 
sioner the opinion of the General Counsel for 
the Department of the Treasury, or of the 
officer acting as such, with his reasons there- 
for, with a statement of: 

(1) The amount of tax assessed; 

(2) The amount of additional tax or penalty 
imposed by law in consequence of the neglect 
or delinquency of the person against whom the 
tax is assessed; and 

(3) The amount actually paid in accordance 
with the terms of the compromise. 

8’ Address by J. P. Wenchel, Chief Counsel 
of the Bureau of Internal Revenue, delivered 
before meeting of Tax Executive Institute, May 
14, 1947, New York City. 
® Oliver v. U. 8., 267 F. 544 (CCA-4, 1920). 
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Botany Mills Decision 


At present, perhaps the greatest stum- 
bling block in establishing the position that 
a voluntary disclosure is a type of compro- 
mise under Section 3761 results from the 
somewhat strict interpretation given the 
United States Supreme Court’s decision in 
the Botany Worsted Mills case.” This case, 
it will be recalled, came before the Supreme 
Court on appeal by the taxpayer from the 
Court of Claims in a refund action, in which 
the Botany Worsted Mills Company sought 
a refund of additional corporate income 
taxes paid for the taxable year 1917. The 
suit was instituted after an informal agree- 
ment of settlement had been reached with 
the Treasury for 1917; under this agreement 
the company accepted a partial disallow- 
ance of compensation paid its directors. 
The government contended in both courts 
that inasmuch as the company had received 
concessions as to other disputed items, the 
benefit of which was still enjoyed, it was 
therefore estopped from seeking a recovery, 
aside from the substantive merits of the 
salary issue. The Supreme Court, although 
ultimately finding against the taxpayer on 
the merits, nevertheless held that the com- 
pany was not prohibited from maintaining 
the refund suit, on the ground that no com- 
promise was made pursuant to the exclusive 
method prescribed in Section 3229 of the 
Revised Statutes. Various lower courts read 
the Botany Mills case as holding that only 
literal compliance with Section 3761 in a 
specific situation will result in a binding 
compromise. Thus, in the typical voluntary 
disclosure situation, since the specific assent 
of the Secretary or Under-Secretary of the 
Treasury is not secured,” no immunity by 
compromise is obtained. It is submitted that 
this strict interpretation of the Botany Mills 
case is unwarranted by virtue of language in 
that opinion, and also by virtue of recent 
lower court interpretations of the decision. 


Deviations from Botany View 


The Botany Mills case was decided in 1929, 
and it is not unreasonable to assume that a 
tax case of this age should, and can, be re- 
considered as to the scope presently to be 
given such decision. In the Botany Mills 
case, the government was attempting to 
block a refund suit by the taxpayer by spell- 
ing vut a binding compromise of past tax 
liabilities under what is now Section 3761 

1 Botany Worsted Mills v. U. 8., 1 ustc { 348, 
287 U. S. 282 (1929). 


nU, §. v. Lustig, 46-1 ustc 9202 (DC 
i a a 


Voluntary Disclosure 


of the Code, based entirely upon a series of 
completely informal negotiations between 
the taxpayer and certain lesser officials of 
the Bureau. There was no apparent attempt 
to comply with the requirements of Section 
3761 and, perhaps, no thought of compro- 
mise until the refund action got underway. 
The holding of this case does not, when 
considered in light of the underlying facts, 
seem completely to justify the position that 
a taxpayer who has made a voluntary dis- 
closure does not thereby receive complete 
immunity from subsequent criminal liabili- 
ties arising out of the acts so disclosed. On 
several occasions since tthe Botany Mills 
case, the courts have refused to apply the 
decision to permit refund suits by taxpayers 
who had entered into negotiations very much 
akin to the type pursued by the representa- 
tives of the Botany Mills Company. Typical 
of this approach is the following language 
taken from the Court of Claims opinion in 
Castle v. U. S.:” 


“The compromise offer made by the plain- 
tiff, the acceptance thereof on the part of the 
defendant, and the compliance of both 
parties therewith constituted a contract of 
settlement fully carried out. The plaintiff 
availed himself of important favors which 
constituted full consideration for the con- 
tract, and is now precluded from repudiating 
it. Authorities to support this conclusion, 
we think, are unnecessary.” 


The Supreme Court in the Botany Mills 
Opinion gave an indication that absolute lit- 
eral compliance with the section was not 
necessarily required to effect a binding 
agreement under all circumstances, by saying: 


“Without determining when such an 
agreement, though not binding in itself, may 
when executed become, under some circum- 
stances, binding on the parties by estoppel, 
it suffices to say that here the findings dis- 
close no adequate grounds exist for a claim 
of estoppel by the United States.” 


Again the Court in its opinion empha- 
sized the point that no compromise ‘is 
authorized by this statute which is not as- 
sented to by the Secretary of the Treasury, 
by stating: 

“It is plain no compromise is authorized 
by this statute which is not assented to by 
the Secretary of the Treasury .. . for this 
reason, if for no other, the informal agree- 
ment in this case did not constitute a settle- 
ment, which in itself is binding upon the 
government or the mills.” r 


122 Castle v. U. S8., 37-1 ustc 9046, 17 F. 
Supp. 515 (Ct. Cls.). 
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There is little or nothing in this language 
to prohibit the Secretary of the Treasury 
from giving, as he has, advance assent to 
compromise certain cases of income tax 
fraud by way of voluntary disclosure. This 
language, when considered in light of the 
underlying facts of the Botany Mills case, 
namely, a series of completely informal 
negotiations with lesser officials of the Bu- 
reau, has lead several courts in recent years 
to limit the applicability of the Botany case, 
and spell out binding compromises under 
condition of far less formality than the 
strict view of the case would otherwise 
seem to warrant.”. 


The taxpayer in Schneider v. U. S. * ap- 
parently attempted to utilize the strict view 
of the Botany case to maintain a refund 
action after an informal agreement of com- 
promise had been reached, but in which 
agreement not all of the formalities of Sec- 
tion 3761 had been observed. A unanimous 
court said: 


“It is true a waiver was not approved by 
the Secretary or Under-Secretary of the 
Treasury, and hence this agreement does 
not constitute a closing agreement. How- 
ever, the compromise embodied a contract 
made with the advice and consent of the 
Secretary of the Treasury, and was a valid 
and effective compromise under Section 3229 
R. S. Title 26 USC (1926 ed.) 158.” 


With regard to paragraph (b) of Section 
3761, dealing with the record of compromise, 
the Court of Claims in Backus v. U. S.* said: 


“The binding effect of the compromise 
and settlement agreement is not destroyed 
by the failure of the record to contain the 
opinion of the Solicitor of Internal Revenue 
with a statement of the amount of additional 
tax and penalty imposed by law and the 
amount paid in accordance with the term’ 
of the compromise. This provision in sec- 
tion 3229, Revised Statutes, provides for the 
filing of such an opinion after the compro- 
mise has become complete. It is addressed 
alone to the officer and is directory, and a 
failure to comply therewith would not affect 
the compromise itself or its validity. Hen- 
derson v. United States, 4 Ct. Cl. 75; Clark v. 
United States, 95 U. S. 539, 24 L. Ed. 518; 
25 R. C. L. 767; Lewis’ Sutherland on Statu- 


12See, e.g., Backus v. U. S8., 1932 CCH 
Standard Federal Tax Reports { 9326, 59 F. 
(2d) 242 (Ct. Cls.); Baldwin v. Higgins, 37-2 
ustc | 9434 (DC N. Y.), aff'd 38-2 ustc 7 9609, 
100 F. (2d) 405 (CCA-2); Guggenheim v. U. 8., 
48-1 ustc { 9232, 77 F. Supp. 186 (Ct. Cls.); 
Castle v. U. 8., cited at footnote 12. Against: 
Hanby v. Commissioner, 1933 CCH Standard 
Federal Tax Reports 19523, 67 F. (2d) 125 
(CCA-4). 


tory Construction (2d Ed.) § 611; McIlhenny 
et al. v. Commissioner of Internal Revenue, 13 


B.T.A, 288; Id. (C.C.A.) 39 F. (2d) 356, 


“Finally it is contended on behalf of the 
plaintiff that this case was not finally settled 
by a closing agreement, as provided by sec- 
tion 1006, Revenue Act of 1924 (26 USCA 
§ 1249 note), first enacted in the Revenue 
Act of 1921, and the case of Botany Worsted 
Mills v. United States, 278 U. S. 282, 49 S. Ct. 
129, 132, 73 L. Ed. 379, is cited. ... 


“In our opinion the case of Botany Wor- 
sted Mills v. United States, supra, is not in 
point here.” 


Thus, it would seem that there is at worst 
some possibility of successfully arguing that 
the Botany Mills case does not completely 
foreclose a valid compromise of criminal 
liabilities by way of voluntary disclosure 
based upon the blanket, public consent given 
by the Secretary of the Treasury. If once 
this premise were established, there appears 
to be ample authority to support the propo- 
sition that a compromise of criminal liability 
gives complete immunity to the offender 
irom subsequent prosecution.” 


Earlier Cases 


There is a series of rather old cases 
decided prior to the Botany Mills case 
which may well have certain vitality left in 
them, providing the trend of the Court of 
Claims, in giving the Botany case a some- 
what narrow interpretation as to what may 
constitute a binding compromise under Sec- 
tion 3761, is adopted by other courts. The 
applicability of these older decisions was 
impliedly recognized at one stage in U. S. 
v. Lustig by Judge Kennedy although he 
admittedly felt that the Botany case had 
superseded them in accordance with the 
stricter view. 


In the first of these cases, Wellingham v. 
U. S.." it was said in speaking of what is 
now Section 3761 of the Code: 


“If a defendant in good faith made the 
payment of the tax and penalty for the 
purpose of compromising the impending 
action, he is entitled to the full effect of it 
regardless of whether or not he followed 


4 Schneider v. U. 8., 41-1 ustc 9389, 119 
F. (2d) 215 (CCA-6). 

% Backus v. U. §8., cited at footnote 13, 
Pp. 256-257. 

16 See, e.g., Wellingham v. U. 8., 208 F. 137 
(CCA-5, 1913); Rau v. U. 8., 260 F. 131 (CCA-2, 
1919); Oliver v. U. 8., cited at footnote 9. 

17 Wellingham v. U. 8., cited at footnote 16. 
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the technical rules of procedure. if 
his offer of compromise was accepted, no 
criminal proceeding could thereafter be had 
for his failure to pay tax.” 


In Rau v. U. S.% a divided court adopted 
the view of the Wellingham case, saying in 
effect that once a taxpayer established a 
compromise under Section 3229, Revised 
Statutes (now Section 3761 of the Code), 
and money was accepted with a promise of 
immunity from further punishment in a 
criminal proceeding, such compromise would 
be a complete defense to a subsequent 
indictment. The dissent felt that no com- 
promise had been spelled out, but it seems 
they would not have disagreed with the 
conclusions of the majority had a compro- 
mise been in fact shown. The Fourth 
Circuit adopted the position in Oliver vw. 
U. S* that a compromise under the revenue 
laws, once effected, whether before or after 
prosecution, is as complete a discharge as 
a verdict of acquittal by a jury. With 
regard to the formalities required to ef- 
fectuate a compromise, the court said: 


“There is no evidence that the defendant 
obtained directly the advice and consent of 
the Secretary of the Treasury. The statute 
does not expressly state how the consent 
or approval of these officers is to be obtained. 
It is evidently contemplated that the advice 
and consent of the Secretary of the Treas- 
ury should be sought and obtained by the 
Commissioner of Internal Revenue, who 
himself finally passes on the matter.” 


These latter remarks can quite appro- 
priately be addressed to those who object 
to the idea of “blanket assent” in estab- 
lishing a compromise by way of voluntary 
disclosures. Lastly, it was said in a dis- 
trict court case in 1920:” 


“When the compromise was accepted all 
civil obligations to the government and other 
irregularities were compensated for. The 
penalties were all obliterated by the ac- 
ceptance of the compromise. The offer of 
compromise and acceptance is in legal con- 
templation like a pardon.” 


It is of interest to note that the Supreme 
Court in 1880™ held that under the internal 
revenue laws a compromise operates to 
protect the offender from subsequent pro- 
ceedings. These older cases are relevant 
when considering Section 3761 of the Code, 


% Rau v. U. 8., cited at footnote 16. 

1 Oliver v. U. 8., cited at footnote 9. 

2U. S. v. One Five Passenger Car, 263 F. 
241 (DC Wash., 1920). 

21 U. §. v. Choutbeau, 102 U. S. 603 (1880). 


22 See Sidman, Legislative History of Federal 


Income Tax Laws 1938-1861, p. 1055. 
Voluntary Disclosure 





inasmuch as 3761 in substance has existed 
in the revenue laws since 1868.” 


The defendant in U. S. v. McCormick,” 
on appeal, attempted without success to 
rely on the Wellingham, Rau and Oliver 
cases by spelling out a compromise of 
criminal liability based on the mere fact 
that he had voluntarily come forth and paid 
his delinquent income taxes. The Second 
Circuit in dismissing such contention simply 
said there was nothing in the record to 
indicate that the payment was made to 
compromise claims for criminal liability. 
This case, moreover, was decided before 
the policy of voluntary disclosure had been 
instituted by the Treasury, and, because of 
this factor, can be distinguished. 


In passing, it might be observed that if 
it is conceded that the type of voluntary 
disclosures being made and kept in good 
faith by the Commissioner are not author- 
ized by Section 3761 of the Code, then in 
every case that criminal prosecution has 
not been recommended within the six-year 
statute of limitation, the Commissioner 
would appear guilty of a felony for com- 
pounding a crime. 


It is admitted that the most difficult ele- 
ment to establish in support of the position 
outlined above involves spelling out a valid 
compromise of criminal liability by way 
of a voluntary disclosure in view of the 
Botany Mills case, but at present this task 
is not insurmountable. 


State Cases 


There is a sizable body of state criminal 
law,™ of relevance to the question under 
consideration, which has to do with criminal 
prosecutions begun after promises of im- 
munity were made by prosecuting officers 
to offenders upon condition that they turn 
state’s evidence to convict coconspirators. 
These cases have some application to the 
instant federal question because the volun- 
tary disclosure is nothing more than a 
promise of immunity from criminal action 
conditioned upon a full and complete dis- 
closure of past tax frauds. 


A promise of immunity on thirteen indict- 
ments, given to a defendant on condition 
that he plead guilty to one indictment and 
assist the state banking commissioner to 


2U. §. v. McCormick, 3 ustc § 1187, 67 F. 
(2d) 867 (CCA-2, 1933). 

See 15 American Jurisprudence, { 320-325; 
see also Bishop on Criminal Law (9th Ed., 
1923), p. 678, 1 926. 










liquidate a defunct bank, was upheld in 
State v. Ward. * The defendant carried out 
his part of the agreement, and was eventually 
sentenced to ten years in prison. Upon his 
release, the Attorney General sought to 
prosecute him on the thirteen other indict- 
ments. The prosecution took the position 
that the original promise of immunity was 
void and against public policy. The court, 
in holding for the defendant, treated such 
promises of immunity as justified on the 
grounds of public policy. The court treated 
the promise as a pledge of public faith and, 
as such, something which must be duly 
kept. Lastly, the court pointed out that 
authority to the contrary usually went off 
as it did because of some statutory or 
constitutional prohibition against making 
promises of immunity. Prior to the Botany 
Mills case, the federal courts were inclined 
to accept the idea of a pledge of public 
faith resulting from promises of immunity; 
and such position would appear a logically 
acceptable theory at present. 


In 1923 the Texas Court of Criminal 
Appeals™ said, in effect, that it had no 
doubt as to the power and right of the 
state to offer immunity to one who may 
himself be suspected of a crime. His crime, 
by the proper offer of immunity, is thus 
adequately forgiven by the proper authority 
and will be protected by the courts in such 
disclosures. There are other Texas cases to 
the same effect.” 


Aside from the Texas view, it must be 
admitted that the weight of authority is 
against the proposition that a promise of 
immunity is a complete bar to later prose- 
cution. Most states do, however, recognize 
some equitable right to executive clemency, 
but not as a matter of right to a pardon.” 


Fraudulently Gained Evidence 


There is another approach which may 
reasonably be taken in conjunction with 


other arguments for a defendant who has 
made a voluntary disclosure. This approach 
involves an attempt to suppress the govern- 
ment’s evidence on the ground that such 
evidence was gained by the “fruits” of a 
confession given in response to a promise 
of immunity, was thus fraudulently obtained, 
and is, hence, inadmissible in a subsequent 
federal action. It may also be argued that 
on the basis of such promise of immunity 
the defendant was induced to incriminate 
himself in violation of the Fifth Amend- 
ment. Arguments along these lines have 
been made in two fairly recent cases.” The 
defendants in both cases were unsuccessful, 
but the issue may still be regarded as open 
because both courts found as a matter of 
fact that no voluntary disclosures had been 
made, due mainly to investigation prior to 
disclosure. Thus, the basic legal question 
has not yet been answered authorita- 
tively. What will happen when a court is 
faced squarely with the proposed situation, 
after finding a bona-fide voluntary disclo- 
sure, must be left to the outcome of some 
future decision. 


Conclusion 


It is readily apparent from the foregoing 
review of federal and state case law that a 
defendant will have quite a burden to con- 
vince a court that a voluntary disclosure 
is a legal bar to a subsequent prosecution, 
should the occasion arise. In advising a 
client who is considering making a volun- 
tary disclosure, the writer would in no cir- 
cumstances at present take the position that 
a voluntary disclosure as a matter of law 
bars a subsequent criminal prosecution. One 
thing, however, is quite obvious. There is 
an urgent need for legislative classification 
and standardization in this branch of our 
current tax law.” [The End] 





An individual who wins a scholarship as a prize in an advertising campaign 


contest conducted by a commercial 


enterprise receives, according to the 


North Carolina Attorney General, income which is subject to North Carolina 


income taxation. 


2% State v. Ward, 165 S. E. 803 (1932), noted 
at 85 A. L. R. 1177. 

2° Ex parte Jackson, 253 S. W. 287 (1923). 

See, e. g., Cameron v. State, 22 S. W. 682 
(1893), noted at 18 Ann. Cas. 747 and 40 Am. 
St. Rep. 763; Bowden, 1 Tex. Crim. 189; Ha 
parte Copeland, 240 S. W. 314 (1922). 

2 See, e.g., Newton v. State, 15 Fla. 610; 
Dauley v. State, 4 Ind. 128; State v. Guild, 
149 Mo. 370; Whitney v. State, 53 Neb. 287, 
73 N. W. 696; State v. Lyon, 81 N. C. 600; 


Commonwealth v. St. John, 173 Mass. 566, 54 
N. E. 254. (Note: ‘‘Effect of Agreement for 
Immunity of Accomplice Who Testifies for 
Prosecution,’’ 24 L. R. A. (N. S.) 439.) 

2U. 8. v. Lustig, cited at footnote 2; U. 8. 
v. Weisman, 49-2 ustc { 9404, 78 F. Supp. 979 
(DC Mass., 1948). 

30 See Burns and Rachlin, ‘‘Should We Penal- 
ize Voluntary Disclosures?’’ TAxEs—The Tax 
Magazine, January, 1950, p. 39. 
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When You Sign That Return 


By RALPH M. LEWIS and 


NORMAN B. BARKER 


THESE INGLEWOOD, CALIFORNIA CPA’s DISCUSS MISCONCEPTIONS ABOUT 
SIGNING TAX RETURNS — BETTER REREAD THIS ARTICLE NEXT FEBRUARY! 


=a misunderstanding seems 
to shroud two points of tax practice, 
and, surprisingly enough, these are points 
which affect every tax man who prepares 
returns for others. The authors on various 
occasions have heard accountants and at- 
torneys remark somewhat as follows: “If I 
think that a return is O. K., I sign it. If I 
am suspicious of the data submitted or if 
I can’t agree with the taxpayer’s idea of the 
tax law, I prepare the return, but I don’t 
sign it.’ Many other tax men sign the 
returns they prepare but in doubtful cases 
or in all cases affix above their signatures 
a rubber stamp to the effect that the return 
was “prepared from information furnished 
by taxpayer” or “prepared without audit.” 
It is submitted that in both instances these 
practitioners are in error. 


Signing Returns 


As to the first procedure, it is difficult to 
see how one can omit his signature from a 
return prepared for a client without running 
afoul of Regulations 111, Section 29.51-4(b), 
which reads as follows: 


“Income tax returns actually prepared by 
other persons for individuals required to file 
returns under section 51 shall be verified 
as provided in section 51. If any person or 
persons actually prepare any other income 
return for another person, the prescribed 
form of affidavit on the return shall be sub- 
scribed and sworn to by such person or per- 
sons preparing the return. Such affidavit 
is required on all such income returns re- 
quired under the Internal Revenue Code 
except the following: ... [exceptions are im- 
material]. Such affidavit is not required if 
the actual preparation of the return is a reg- 
ular and usual incident of the employment of 
one regularly and continuously employed for 
full time by the person for whom the return 
is made (as in the case of clerk, secretary, 


Signing Returns 


bookkeeper, accountant, etc.). If, however, 
the employee is not regularly or continu- 
ously employed by the person for whom the 
return is made for the full time, or the 
actual preparation of the return is not a 
regular and usual incident of such employ- 
ment, the requirements of this paragraph 
apply. Thus, in audits of the accounts of 
the person for whom the return is prepared, 
the affidavit is required. A person 
who renders mere mechanical assistance or 
preparation as, for example, a stenographer 
or typist, is not considered as preparing 
the return.” 


In addition to the above-quoted regula- 
tion, the tax man who does not sign his 
returns should consider his responsibility 
under Regulations 111, Section 29.145-1, 
which provides in part: 

“The willful failure of the person pre- 
paring a return for another to execute the 
sworn statement required with reference 
thereto, makes such persons subject to the 
penalties imposed by section 145 (a).” 


The authority on which the above regula- 
tions rest is Section 145 (a) of the Internal 
Revenue Code: 


“Any person required under this chapter 
to pay any estimated tax or tax, or required 
by law or regulations made under authority 
thereof to make a return or declaration, 
keep any records, or supply any informa- 
tion, for the purposes of the computation, 
assessment, or collection of any estimated 
tax or tax imposed by this chapter, who 
willfully fails to pay such estimated tax or 
tax, make such return, or declaration, keep 
such records, or supply such information, at 
the time or times required by law or regula- 
tions, shall, in addition to other penalties 
provided by law, be guilty of a misdemeanor 
and, upon conviction thereof, be fined not 
more than $10,000, or imprisoned for not 
more than one year, or both, together with 
the costs of prosecution.” 
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Use of Qualifying Stamps 


Proceeding now to the use of qualifying 
rubber stamps, it is our opinion that they 
are not worth the cost of the ink involved. 
The Bureau long ago announced that the 
affidavit made by an accountant on a return 
prepared for another person is designed to 
make the accountant responsible for an ac- 
curate, true and complete report in the re- 
turn of all the information of which he has 
any knowledge.? According to Mertens, 
“the affidavit is designed to make such at- 
torneys or agents responsible for an ac- 
curate, true, and complete report in the 
return of all information of which the attorney 
or agent has any knowledge. It is not in- 
tended, however, to make him responsible 
for the truth and accuracy of information 
furnished to him for use in preparing the 
return where the verification of the infor- 
mation by the attorney or agent was not 
embraced in his employment to prepare 
the return.”? 


A former Bureau chief of the Taxpay- 
ers’ Ruling Section has said that “in those 
cases where an accountant conscientiously 
and to the best of his knowledge and ability 
prepared a return for a taxpayer, he has 
done all that is expected or required. 
Neither the law nor the regulations impose 
any liability or responsibility upon the ac- 
countant in the preparation of a return with 
regard to matters about which he has no 
knowledge or with respect to which the rec- 
ords of the taxpayer would not prompt him 
to make inquiry before preparing the return. 
. . « The accountant does not incur any 
liability or subject himself to criticism where 
information or data is later disclosed after 
the return is filed of which he had no knowl- 
edge and where he could not have reason- 
ably ascertained that such information or 
data existed at the time of the preparation 
" of the return.” * 


G. C. M. 14509, clarifying a Treasury 
decision, states that “T, D. 4476 does not 
require the taxpayer to employ an attorney 
or agent to make a complete audit in the 
preparation of his return, or deny to the 
attorney or agent the privilege of rendering 
service in cases where a complete audit is 
not made. Furthermore, there is no provi- 
sion of T. D. 4476 which makes it impos- 
sible or inadvisable for an attorney or agent 


to serve a client to any degree, no mat- 
ter how limited, on a legitimate basis.” 
(Italics supplied.) * 


It has been said by one writer that in 
no event does the use of a qualifying stamp 
prejudice the taxpayer in any way. With 
this contention, the authors are inclined to 
disagree. It is common knowledge that the 
Bureau uses a selective method of picking 
returns to be audited, and it is possible that 
in doubtful cases the presence of the stamp 
could tip the scales and cause the return 
to go on the “field audit” pile rather than 
to the “accepted” file. As a Bureau official 
has said: “An unnecessary apology, which 
seems to disclaim responsibility, is not con- 
ducive to acceptance of a return without 
an examination.” * 


Purpose 


Obviously, the motive for the use of this 
type of stamp is an attempt to relieve the 
accountant or attorney from any responsi- 
bility for the validity of the tax-return data. 
Yet, is this actually accomplished? Let us 
consider the two possible alternatives. As- 
sume that a client submitted fraudulent 
data. If the tax man prepared the return in 
good faith and was not aware of any irregu- 
larities in the data, it would appear from 
the preceding paragraphs that since he had 
prepared the return to the best of his in- 
formation and belief, he “does not incur 
any liability or subject himself to criti- 
cism.”* The use of the qualifying stamp 
contributes nothing further to his innocence. 
If, however, the practitioner knew that the 
client submitted incorrect data, he did not 
prepare the return in good faith, and his 
responsibility cannot be lessened by any 
qualifying stamp which he may affix to the 
return. His conduct is governed by Sec- 
tions 3793 (b) (1) and 3809 (a) of the Code. 
Section 3793 (b) (1) provides: 


“Any person who willfully aids or assists 
in, or procures, counsels, or advises the prep- 
aration or presentation under, or in connec- 
tion with any matter arising under, the in- 
ternal revenue laws, of a false or fraudulent 
return, affidavit, claim, or document, shall 
(whether or not such falsity or fraud is with 
the knowledge or consent of the person au- 
thorized or required to present such return, 
affidavit, claim, or document) be guilty of 





2G. C. M. 14509, XIV-1 CB 84. 

2Law of Federal Income Taxation (1942), 
Volume 3, Section 47.33. 

*See ‘‘Accountants’ Responsibilities in Pre- 
paring Federal Income Tax Returns,”’ by L. K. 
Sunderlin, 78 Journal of Accountancy 404 (No- 
vember, 1944). 


4 XIV-1 CB 84. 

5See Arthur W. Wiener, senior conferee, 
“How to Represent Your Clients Most Effec- 
tively Before the Agents’ Office,’’ Proceedings 
of the New York Uniwersity Seventh Annual 
Institute on Federal Taxation (1948), p. 164. 

6 Footnote 3. 
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a felony, and, upon conviction thereof, be 
fined not more than $10,000, or imprisoned 
for not more than five years, or both, to- 
gether with the costs of prosecution.” 


Section 3809 (a) reads: 


“Any person who willfully makes and sub- 
scribes any return, statement, or other docu- 
ment, which contains or is verified by a 
written declaration that it is made under 
the penalties of perjury, and which he does 
not believe to be true and correct as to every 
material matter, shall be guilty of a felony, 
and, upon conviction thereof, shall be fined 
not more than $2,000 or imprisoned not more 
than five years, or both.” 


Full Disclosure Rolicy 


The Committee on Professional Ethics of 
the American Institute of Accountants once 
answered a question in point in this fashion: 


“Q. I prepared an income tax return 
from information submitted by a taxpayer 
but not audited. Six months later I dis- 
covered that certain substantial income of 
the taxpayer was not included in the original 
information submitted. What action and 
procedure should in your opinion be 
taken by me? 


“A. If the affidavit on the return stated 
that the return was prepared from informa- 
tion furnished by the taxpayer without in- 
dependent verification, you are adequately 
protected if you now write a letter to the 
taxpayer advising him that an amended re- 
turn should be filed, reporting the addi- 
tional income. If the omission was intentional 
on the part of the client, and he now refuses 
to file an amended return, you should give 
serious consideration to withdrawing from 
the engagement. If the proper affidavit was 
not filed with the tax return, and the error 
was unintentional or resulted because the 
client withheld information from you, you 
should write a letter to the client, advising 
him to file an amended return and pay the 
tax due. The responsibility to disclose the 
additional income and pay the tax is the 
responsibility of the taxpayer. If you fail 
to advise the client, you may be charged 
with collusion.” * 


The answer implies that when an account- 
ant prepares a return from unaudited data, 
he should state above his signature that the 
return was prepared from information fur- 
nished by the taxpayer without independent 


* American Institute of Accountants, 1947 Year 
Book, p. 102. 
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verification. The institute was requested to 
supply the authority for the committee’s an- 
swer and the following reply was received 
from H. T. Winton, administrative secretary: 


“I have discussed the question raised in 
the first paragraph of your letter with 
several accountants who are authorities in 
the federal tax field and they do not know 
of any part of the Internal Revenue Code 
or Treasury rulings and regulations which 
require an accountant to indicate in the 
affidavit that he has prepared the return 
from information furnished by the taxpayer 
without independent clarification. It is 
however, considered good practice, in keep- 
ing with the policy of full disclosure, and 
the circumstance described on page 102 of 
the 1947 year book is an excellent example 
of the need for such a statement.” 


It is the authors’ opinion that the policy 
of full disclosure does not apply here, The 
signature of a certified public accountant 
on a tax return in no way implies that he 
“certifies” the data submitted. He signs 
only to the effect that he prepared the re- 
turn and does not know of any misstatement 
in the return. If he knows that the return 
is incorrect, he should not prepare it; if he 
has no reason to believe it to be wrong, he 
is under no further obligation of disclosure. 
He is not an agent of the government nor 
even an impartial participant. He is an 
agent of the taxpayer. John L. Carey, in 
his authoritative Professional Ethics of Pub- 
lic Accounting, has written: 


“In preparing a tax return, or assisting 
a taxpayer in preparing data to establish 
a claim for refund or contest an additional 
assessment, the accountant is not in the 
status of an independent auditor, expressing 
an opinion on which third parties may rely. 
He is, rather, an expert in tax accounting, 
helping the taxpayer determine precisely 
what his taxable income is. The govern- 
ment does not rely on the accountant’s find- 
ings but makes whatever investigations it 
considers necessary before reaching its 
own conclusions.” ® 


Conclusion 


The authors are convinced that the use of 
the qualifying stamp is not required by law 
or professional ethics. Furthermore, it is 
superfluous so far as the practitioner’s lia- 
bility for false returns is concerned, and it 
might conceivably inure to the detriment 
of the client. [The End] 


8 Carey, Professional Ethics of Public Ac- 
counting, p. 26. 
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PROFIT WITHOUT TAXATION 


THIS IS NOT, AS ONE MIGHT JUDGE FROM THE TITLE, 
A UTOPIAN TAX PLAN. IT IS A WELL-DONE ANALYSIS 
OF INVOLUNTARY CONVERSIONS—WHICH IS OF PAR- 
TICULAR INTEREST TO EXPANDING COMMUNITIES .. . 


ROFIT WITHOUT TAXATION is of 

interest to every man and of particular 
interest to the owner of property that has 
been or is being condemned to make way 
for the new superhighways and superfree- 
ways now being built to handle the tremen- 
dous output of our automotive industry. 


The cities of Los Angeles and San Fran- 
cisco, the State of California and many other 
cities and states have built and are building 
superfreeways to handle their traffic prob- 
lems. This has resulted in millions of dol- 
lars worth of business, residential and unim- 
proved property being condemned and taken 
over by the state or purchased by the state 
under threat of condemnation at prices that 
have, in most cases, shown a substantial 
profit over the cost or other basis of the 
property so purchased. While it is true that 
a large part of this profit is fictional, due to 
the declining purchasing power of the dollar, 
nevertheless it is taxable income in every 
sense of the word and the collector will be 
right there for his share. Many an ex-prop- 
erty owner has carefully counted his profit 
and then found that, after paying the tax, 
there was not so much profit after all. Many 
an ex-property owner has heard garbled 
versions of Section 112(f) over his back fence 
and has reinvested his proceeds or planned 
on reinvesting his proceeds and thus escap- 
ing taxation only to find that his method of 
reinvesting or planning on reinvesting does 
not meet the requirements of Section 112(f) 
and the applicable Regulations. What is this 
Section 112(f) and what, exactly, are its 
provisions? Briefly, Section 112(f) provides 
for the exemption from taxation of any profit 
or portion of profit from the involuntary con- 
version of property that would be taxable 
under Section 117(j), provided that the pro- 


¢ 


ceeds of such involuntary conversions are 
immediately reinvested in or a replacement 
fund is set up for reinvestment in property 
similar or related in service or use to the 
property so converted. 


Applicable Law and Regulations 


“Code Section 112(f). Involuntary Con- 
versions.—If property (as a result of its 
destruction in whole or in part, theft or seiz- 
ure, or an exercise of the power of requisi- 
tion or condemnation, or the threat or 
imminence thereof) is compulsorily or invol- 
untarily converted into property similar or 
related in service or use to the property so 
converted, or into money which is forthwith 
in good faith, under regulations prescribed 
by the Commissioner with the approval of 
the Secretary, expended in the acquisition 
of other property similar or related in serv- 
ice or use to the property so converted, or 
in the acquisition of control of a corporation 
owning such other property, or in the estab- 
lishment of a replacement fund, no gain shall 
be recognized, but loss shall be recognized. 
If any part of the money is not so expended, 
the gain, if any, shall be recognized to the 
extent of the money which is not so ex- 
pended (regardless of whether such money 
is received in one or more taxable years and 
regardless of whether or not the money which 
is not so expended constitutes gain).” 


You will note that this section specifically 
provides for “regulations prescribed by the 
Commissioner with the approval of the Sec- 
retary.” The Regulations covering this sec- 
tion, therefore, are as important as or even 
more important than the section itself, since 
the Regulations contain a surprising array of 
do’s and don’t’s that must be fully and com- 
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pletely complied with, in the minutest detail, 
in order to avail oneself of the tax exemp- 
tion provided for in the section. 


“Regulation Sec. 29.112(f). Reinvestment 
of Proceeds of Involuntary Conversion.— 
Upon the involuntary conversion of prop- 
erty described in section 112(f), no gain is 
recognized if the provisions of that section 
are complied with. If any part of the money 
received as a result of such an involuntary 
conversion is not expended in the manner 
provided in section 112(f), the gain, if any, 
is recognized to the extent of the money 
which is not so expended. For example, a 
vessel purchased by A in 1939 for $100,000 
is destroyed by an enemy submarine in 1942, 
and A receives in 1942 insurance in the amount 
of $100,000. This money is not expended in 
the manner provided in section 112(f), but 
there is no gain since the insurance does not 
exceed the basis (disregarding, for the pur- 
poses of this example, the adjustment for 
depreciation). In 1947, A receives an award of 
$200,000 from the Government on account 
of the destruction of the vessel. He expends 
this amount in the manner provided in sec- 
tion 112(f). The gain in 1947 upon the re- 
ceipt of this award is recognized to the 
extent of $100,000, the amount of the money 
received in 1942 which was not expended 
in the manner provided in section 112(f). 
The loss sustained as a result of an invol- 
untary conversion described in section 112 
(f) is recognized. The expenditure in the 
manner provided in section 112(f) of money 
received upon an involuntary conversion is 
not necessary for the transaction to be con- 
sidered completed for the purpose of deter- 
mining such loss. 


“In order to avail himself of the benefits 
of section 112(f) it is not sufficient for the 
taxpayer to show that subsequent to the 
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receipt of money from a condemnation award 
he purchased other property similar or re- 
lated in use. The taxpayer must trace the 
proceeds of the award into the payments 
for the property so purchased. It is not nec- 
essary that the proceeds be earmarked, but 
the taxpayer must be able to prove that the 
same were actually reinvested in such other 
property similar or related in use to the 
property converted. The benefits of section 
112(f) cannot be extended to a taxpayer 
who does not purchase other property sim- 
ilar or related in service or use, notwith- 
standing the fact that there was no other 
such property available for purchase. 


“If, in a condemnation proceeding, the 
Government retains out of the award suffi- 
cient funds to satisfy liens (other than liens 
due to special assessments levied against the 
remaining portion of the plot or parcel of 
real estate affected for benefits accruing in 
connection with the condemnation) and mort- 
gages against the property and itself pays 
the same, the amount so retained shall not 
be deducted from the gross award in de- 
termining the amount of the net award. An 
amount expended for replacement of an as- 
set, in excess of the recovery for loss, rep- 
resents a capital expenditure and is not a 
deductible loss for income tax purposes. 


“The provisions of section 112(f) are ap- 
plicable to property used for residential or 
farming purposes. 


“The proceeds of a use and occupancy in- 
surance contract, which by its terms insured 
against actual loss sustained of net profits 
in the business, are not proceeds of an in- 
voluntary conversion but are income in the 
same manner that the profits for which they 
are substituted would have been. 
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“There is no investment in property similar 
in character and devoted to a similar use if— 


“(1) The proceeds of unimproved real 
estate, taken upon condemnation proceed- 
ings, are invested in improved real estate. 


“(2) The proceeds of conversion of real 
property are applied in reduction of indebt- 
edness previously incurred in the purchase 
of a leasehold. 


“(3) The owner of a requisitioned tug uses 
the proceeds to buy barges. 


“It is incumbent upon a taxpayer ‘forth- 
with’ to apply for and receive permission to 
establish a replacement fund in every case 
where it is not possible to replace immedi- 
ately. If an expenditure in actual replace- 
ment would be too late, a request for the 
establishment of a replacement fund would 
likewise be too late.” 


Time for Reinvestment of Proceeds 


Now just what can we do to comply with 
these provisions? We can reinvest the en- 
tire proceeds in like or similar property 
“forthwith.” What is “forthwith”? The 
word means immediately or as soon as pos- 
sible under the circumstances of the par- 
ticular case. In one case, the Board held 
that reinvestment nearly two years after re- 
ceipt of a condemnation award was compli- 
ance with the statute. However, taxpayer 
showed due diligence in searching continu- 
ously for suitable replacement property dur- 
ing that period, and this was a very unusual 
case. It is better to replace within thirty 
to sixty days or to secure permission to es- 
tablish a replacement fund, as below. 


Funds Used 
for Replacement Purposes 


One very important factor that is often 
overlooked is that the identical dollars re- 
ceived for the converted property must be 
used to purchase the replacement property. 
It is not enough to show that after the con- 
demnation award was made, like or similar 
property was purchased. It must also be 
shown that the same dollars were used to 
purchase the new property. 


For instance: Taxpayer receives a $10,000 
award for the condemnation of a piece of 
unimproved property. The property is to be 
used for a new highway. His cost on this 
piece of property was $2,000 in 1940. Tax- 
payer deposits this $10,000 in his general 
bank account and draws against this amount 
for ordinary business purposes. His bank 


balance fluctuates and, at one time, falls 
as low as $1,000. He replenishes his bank 
account from ordinary business transac- 
tions and purchases a similar piece of un- 
improved property fronting on the new 
highway and costing, for purposes of this illus- 
tration, $10,000. Taxpayer is unable to “trace 


’ the proceeds of the award into the payments 


for the property so purchased” and so is 
ineligible for the benefits of Section 112(f). 
Of course, if his bank account had never 
fallen below $10,000, he would have been 
able to trace the proceeds to the payments. 
Perhaps the best solution to this problem is 
to establish a separate bank account for the 
proceeds until such time as they are used in 
payment of replacement property, thus es- 
tablishing, beyond any doubt, that such pro- 
ceeds were actually used for replacement 
and not for any other purpose, even tem- 
porarily. 


It is necessary also that the replacement 
property be purchased after the actual con- 
demnation award is made and not purchased 
prior to the condemnation in anticipation of 
same. Such a purchase will not be allowed 
as a replacement for the purposes of this 
section, even though it may be good business 
to make such a purchase. 


Property Similar in Service or Use 


The provisions of this section apply to 
farming and residential property as well as 
to business, industrial and investment prop- 
erty, and this is one time when the owner 
of a residence can have a profit on the dis- 
position of his residence and reinvest the 
proceeds without having to pay taxes on the 
profit. This section does not, however, pro- 
vide for the taxpaver who, for business rea- 
sons, is required to sell his residence in one 
locality and purchase another residence in 
another locality. 


Whether or not the replacement property 
is property similar or related in service or 
use to the replaced property is a question of 
fact to be decided in each individual case. 
However, it would appear that the purchase 
of a residence to replace a residence, the 
purchase of a store to replace a store or the 
purchase of rental property to replace rental 
property would be property similar or re- 
lated in service or use. Unimproved real 
estate replaced by improved real estate or 
proceeds invested in bonds and savings account 
or used to reduce mortgage indebtedness on 
other property have been held not to be re- 
placement in property similar or related in 
service or use. 
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Taxability of Gain 


A gain is taxed if all the money received 
is not used in replacing the converted prop- 
erty, but only to the extent of the unused 
portion. For instance: A store building is 
condemned and the taxpayer receives a 
$10,000 award. The adjusted basis for the 
store building is $5,000. Taxpayer immedi- 
ately reinvests $8,000 of the proceeds in an- 
other store building similar or related in 
service or use. Under ordinary circumstances, 
his taxable gain would be $5,000, but under 
the provisions of Section 112(f), the taxable 
gain is the balance of the proceeds of the 
condemnation award, in this case, $2,000. 
The adjusted basis of the new store is: 


Adjusted basis of the old store... $5,000.00 
Less amount of award not used for 


replacement .. 2,000.00 
$3,000.00 

Add gain on award 2,000.00 
Adjusted basis of new store $5,000.00 


Where the cost of the replacement is in 
excess of the amount of the award, neither 
gain nor loss is recognized for tax purposes. 
However, the cost of the replacement would 
be the adjusted basis of the old, plus the 
additional amount expended, as follows: 


The award for the above store was $10,000 
and the adjusted basis was $5,000. Taxpayer 
immediately purchases a new store for $15,000. 


His cost for the new store is: 


Adjusted basis of old store . .$ 5,000.00 

Amount in excess of award ex- 
pended for new store 5,000.00 
.$10,000.00 


If the proceeds had not been immediately 
reinvested in the new store, taxpayer’s gain 
would have been $5,000, taxed at the long- 
term capital-gain rates under Section 117 
(j). Where the amount of the award is in 
excess of the cost of replacement, the differ- 
ence is not always gain. The gain is com- 
puted in the usual way but is taken into 
account only in an amount not in excess of 
the unused portion of the award. 


In computing the actual amount of the 
award, cash or its equivalent is included, 
that is, amounts paid directly to the mort- 
gagor in satisfaction of a mortgage, etc. 
Legal fees, engineering costs, surveys and 
such other necessary costs as may be in- 
curred in securing a favorable award, etc., 
appear to be deductible in computing the net 
amount of the award. 


Profit Without Taxation 


Adjusted basis of new store. . 


Recognition of Loss 


In cases of residential property where 
the amount received is less than the adjusted 
basis of the property and the proceeds are 
immediately reinvested in property similar 
or related in service or use, the loss is rec- 
ognized. (Bass, CCH Dec. 8455, 30 BTA 4, 
aff'd 84 F. (2d) 995 (CCA-6, 1936).) Mort- 
gages are a factor in computing the amount 
of the award, whether the taxpayer receives 
100 per cent of the amount of the award or 
the mortgages are paid off directly and the 
taxpayer receives only his net equity in the 
condemned property. 


Amount of Reinvestment 


In reinvesting the proceeds of an award, 
the taxpayer must not only reinvest at least 
100 per cent of the funds actually received 
by him but must also invest at least 100 
per cent of the amount of any such mort- 
gages, either in cash or by incurring like or 
similar indebtedness in connection with the 
replacement property. Of course, if the tax- 
payer does not reinvest 100 per cent of the 
total amount of the award for such con- 
demned property, he is required to pay a 
tax on the amount of his gain but not on an 
amount in excess of the unused balance of 
the award. 


Replacement Fund 


Where it is not practical immediately to 
reinvest the amount of an award in property 
similar or related in service or use, appli- 
cation should be made for permission to es- 
tablish a replacement fund. 


Application is made to the Commissioner 
of Internal Revenue on Form 1114, “Appli- 
cation to Establish a Replacement Fund,” 
and the taxpayer should be prepared to fur- 
nish a bond in an amount not in excess of 
double the estimated additional income and 
profits taxes which would be payable if no 
replacement fund were established. Such 
bond would have to be executed by a surety 
company holding a certificate of authority 
from the Secretary of the Treasury, as an 
acceptable surety company on federal bonds, 
or the taxpayer should be prepared to exe- 
cute a penal bond in an amount not in 
excess of double the estimated additional in- 
come and profits taxes which would be pay- 
able if no replacement fund were established 
and to deposit with the Treasurer of the 
United States or with a Federal Reserve 
Bank United States notes or bonds, other 
than United States savings bonds, in a sum 
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equal in their par value to the amount of 
the penal bond. This subject is fully covered 
by the Regulations: 


“Regulation Sec. 29.112(£)-2. In any case 
where the taxpayer elects to replace or re- 
store the converted property but it is not 
practicable to do so immediately (for ex- 
ample, because of the taxpayer’s inability to 
obtain priorities, or because of other war- 
time restrictions), he may obtain permission 
to establish a replacement fund in his ac- 
counts in which part or all of the compen- 
sation so received shall be held, without 
deduction for the payment of any mortgage. 
In such a case the taxpayer should make 
application to the Commissioner on Form 
1114 for permission to establish such a re- 
placement fund, and in his application should 
recite all the facts relating to the transac- 
tion and declare that he will proceed as ex- 
peditiously as possible to replace or restore 
such property. The taxpayer will be required 
to furnish a bond with such surety as the 
Commissioner may require in an amount not 
in excess of double the estimated additional 
income taxes which would be payable if no 
replacement fund were established. See sec- 
tion 1126 of the Revenue Act of 1926, as 
amended (paragraph 63 of the Appendix to 
these regulations [CCH StANpARD FEDERAL 
Tax Reports, Code Volume, § 25,196]), pro- 
viding that where a bond is required by law 
or regulations in lieu of surety or sureties 
there may be deposited bonds or notes of the 
United States. The estimated additional taxes, 
for the amount of which the applicant is re- 
quired to furnish security, should be computed 
at the rates at which the applicant would have 
been obliged to pay, taking into considera- 
tion the remainder of his net income and 
resolving against him all matters in dispute 
affecting the amount of the tax. Only surety 
companies holding certificates of authority 
from the Secretary of the Treasury as ac- 
ceptable sureties on Federal bonds will be 
approved as sureties. The application should 
be executed in triplicate, so that the Com- 
missioner, the applicant, and the surety or 
depositary may each have a copy.” 


HOW TO ESCAPE INHERITANCE TAX 


Trixie inherited $1,000 from one George P. Searight in Ohio, and 
the state tax department sued to recover $70 inheritance tax. The 
state lost, the Court of Appeals affirmed the Probate Court, and the 
Ohio Supreme Court declined to review the case. Trixie is a dog (list 
price $5), and Probate Court held that the state does not levy a tax 
on property passing to an animal. 


Where permission to establish a replace- 
ment fund is sought, there can be no deduc- 
tion made for payment of any mortgage or 
other indebtedness that may have existed 
against the condemned property. The re- 
placement fund must be 100 per cent of the 
amount of the award. The taxpayer who de- 
sires to take advantage of the provisions of 
Section 112(£) would do well to consult his 
tax advisor well in advance of the date when 
the actual award is to be made. Provision 
should be made, if possible, for paying off any 
indebtedness against the condemned property 
in order to leave clear title and sole owner- 
ship vested in the taxpayer. This is a must 
where the establishment of a replacement 
fund is contemplated and would appear to 
be advisable in any event where the state 
pays the mortgagor directly and the taxpayer 
reinvests his portion of the award and in- 
curs a new obligation in an amount at least 
equal to the old: mortgage. If this is done, 
it would appear that the provisions of the 
section would apply. Any expenses in con- 
nection with the condemnation and award 
should be paid from separate funds, leaving 
the award to go to the taxpayer intact. The 
taxpayer should deposit the entire award in 
a separate bank account and use it only for 
replacement with property similar or related 
in service or use. The replacement property 
should be purchased immediately after the 
actual award is made and never before the 
award is made. 


If it is impractical to purchase replacement 
property immediately after the award is made, 
application for permission to establish a 
replacement fund should be made immedi- 
ately, since if it is too late to make re- 
placement it is also too late to apply for 
permission to establish a replacement fund. 


Conclusion 


If these requirements have been carried 
out in their exact order, the taxpayer should 
have no fears of losing the benefits under 
Section 112(f) of the Internal Revenue Code. 

[The End] 
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By NORMAN E. SCHLESINGER—MEMBER OF THE NEW JERSEY BAR 
AND CPA — THE BUSINESS-PURPOSE DOCTRINE IS STILL NOT CLEARLY 
DEFINED IN SPITE OF THE NUMBER OF CASES CITING GREGORY . 


HE business-purpose test which grew 

out of the decision by Judge Learned 
Hand in Gregory v. Helvering (1934 CCH 
STANDARD FEDERAL TAX REPoORtTs {[ 9108, 69 F. 
(2d) 809 (CCA-2), affirmed in Mr. Justice 
Sutherland’s opinion in the Supreme Court, 
35-1 ustc J 9043, 293 U. S. 465) has, in its 
development, vitally affected every corporate 
reorganization. This article is written with 
the purpose of discussing the meaning of 
the business-purpose doctrine and of analyz- 
ing its application. 


History of Law 


Prior to the Revenue Act of 1918, there 
were no specific provisions for taxing the 
exchanges of corporate property for stock 
in new corporations. The earliest cases, 
which were decided under the Revenue Acts 
of 1913, 1916 and 1917, held that a transfer 
of property in “reorganization” gave rise to 
a taxable dividend. In U. S. v. Phellis, 
1 ustc 9 54, 257 U. S. 156 (1921), the first 
of this group of decisions, a new corporation 
was organized to acquire all the assets of an 
old one. The Supreme Court said that the 
stock of the new corporation represented 


1The petitioner owned 26.64 per cent of the 
A Company. A Company was liquidated and all 
of its assets conveyed to X Company and Y 
Company in exchange for $1,500,000 par value 
stock and $1,500,000 par value bonds from each. 
The stock was conveyed to H Company for its 
$3,000,000 par value stock. H Company stock 
was distributed to old stockholders of A Com- 
pany. The value of the securities received by 
Petitioner was $1,598,400 against a cost basis 
to A Company of the stock of $26,640‘ creating 
a liquidating dividend. 
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the assets plus accumulated surplus of the 
old company. The distribution of new 
stock without a surrender of the old stock 
was deemed to be a taxable dividend, be- 
cause accumulated profits passed out of the 
corporation and into the hands of the stock- 
holders. Rockefeller v. U. S., 1 ustc 755, 
257 U. S. 176 (1921) was decided the same 
day and followed U. S. v. Phellis. The Court 
ruled that stock of a new corporation, formed 
to take over part of the assets of an old 
corporation, is taxable when distributed to 
the old stockholders. Three years later, in 
deciding Cullinan v. Walker, 1 ustc [ 77, 262 
U. S. 134 (1923), on the basis of the Revenue 
Act of 1916, the Supreme Court drove the third 
nail into the pillar of the tax law which 
supported a tax on the distribution of a divi- 
dend occasioned by the transfer of corporate 
assets in exchange for stock.’ 


The Revenue Act of 1918 was the first to 
contain a provision “designed to establish 
the rule for determining taxable gains in the 
case of exchanges of property and to nega- 
tive the assertion of tax in the case of certain 
purely paper transactions.” * Section 202 (b) 
of the Act of 1918* did not accomplish this 
desired result. Three years later, Section 


2Senate Report No. 617, 65th Congress, 3d 
Session (1918) ; 1939-1 CB 120. 

3 Section 202 (b), Revenue Act of 1918: ‘‘When 
in the case of any such reorganization, merger 
or consolidation the aggregate par or face value 
of the new stock or securities received is in 
excess of the aggregate par or face value of the 
stock or securities exchanged, a like amount in 
par or face value of the new stock or securities 
received shall be treated as taking the place of 
the stock or securities exchanged, and the 
amount of the excess in par or face value shall 
be treated as a gain.”’ 
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202 (b) was redrafted in the Revenue Act 
of 1921 to remove what the Senate Finance 
Committee report called a “presumption in 
favor of taxation” * in the Act of 1918. The 
1921 revision was designed to allow free- 
dom from tax on exchanges or “trades” in 
which a “technical gain” arose, but no cash 
profit was realized. Transfers of the Phellis 
and Rockefeller type, where the stockholder 
doesn’t gain an increase in wealth in terms 
of the cash value of his stockholdings, were 
not to be taxable. Congress hoped that the 
newly-worded Section 202 (b) would permit 
tax-free transfers of property to controlled 
corporations and nonprofit exchanges of se- 
curities of one corporation for those of an- 
other formed to hold the same assets. 


The Treasury Department as well as Con- 
gress realized the need for legislative clarifi- 
cation of the confusion created by their 
inability to apply Section 202 (b) of the 
Act of 1921 with accuracy or consistency. 
Extensive studies and drafts of a new act 
were made. “It appeared best to provide 
generally that gain or loss is recognized 
from all exchanges and then except specifi- 
cally and in definite terms those cases of 
exchange in which it is not desired to tax 
the gain or allow the loss.” * 


The Act of 1924 became the pattern for 
all subsequent reorganization provisions, 
and, most important, it defined a reorganiza- 
tion. The Senate Finance Committee in its 
report discussed in great detail whether the 
act would definitely and accurately enable 
“a taxpayer to determine prior to the con- 
summation of a given transaction the tax 
liability that will result therefrom.”* The 
committee must have been optimistic indeed, 
because a proposal was made by a House 
committee in 1934 to scrap the core of the 
reorganization sections by repealing Section 
112 (g)." “The reorganization provisions 
have been in effect for many years, having 


*Senate Report No. 275, 67th Congress, ist 
Session (1921); 1939-1 CB 189. 

5 House Report No. 179, 68th Congress, list 
Session (1924); 1939-1 CB 251. 

®Senate Report No. 398, 68th Congress, 1st 
Session (1924); 1939-1 CB 276. 

7 See footnote 9. 

8 House Report No. 704, 73d Congress, 2d 
Session (1934); 1939-1 CB 564. 

® Section 112 (g). ‘‘Definition of Reorganiza- 
tion.—As used in this section (other than sub- 
section (b) (10) and subsection (1)) and in 
section 113 (other than subsection (a) 22))— 

‘“«1) The term ‘reorganization’ means (A) a 
statutory merger or consolidation, or (B) the 
acquisition by one corporation in exchange 
solely for all or a part of its voting stock, of 
at least 80 per centum of the voting stock and 
at least 80 per centum of the total number of 
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been adopted in substantially their present 
form in 1924. They state in detail how each 
step of reorganization should be treated for 
tax purposes. The policy was adopted of 
permitting reorganizations to take a wide 
variety of forms, without income-tax liability. 
As a result, astute lawyers frequently at- 
tempted, especially during prosperous years, 
to take advantage of these provisions by 
arranging in the technical form of a reor- 
ganization within the statutory definition, 
what were really sales.” The report con- 
tinued by saying: “A number of these cases 
have been carried to the courts, with results 
on the whole favorable to the Government.” * 
Although the Seventy-third Congress did 
not accept the recommendation of the com- 
mittee, the report points up the use to which 
the reorganization provisions were put. 
Nevertheless, the cure for the ill did not 
lie in repealing the Internal Revenue Code. 


Present Law 


Section 112 (g) (1),® which sets forth the 
current statutory definition of reorganiza- 
tion, is substantially the same as its prede- 
cessors, Section 112 (i) (1) in the Act of 
1928 and Section 203 (h) (1) in the Acts 
of 1924 and 1926. Among the six kinds 
of transactions which the Code defines as 
a reorganization, clause D”™ became the 
platform from which the business-purpose 
doctrine of the Gregory case was presented. 
Previously, the only test for compliance 
with Section 112 (g) (1) (D) was whether 
the transaction was one of substance and not 
merely form. The Supreme Court in U. S. 
v. Phellis, above, had said: “We recognize 
the importance of regarding matters of 
substance and disregarding forms in applying 
the provisions of the Sixteenth Amendment 
and income tax laws enacted thereunder.” 
Nevertheless, this test did not prevent astute 
lawyers from using a bona-fide reorganiza- 


shares of all other classes of stock of another 
corporation, or (C) the acquisition by one cor- 
poration, in exchange solely for all or a part 
of its voting stock, of substantially all the 
properties of another corporation, but in deter- 
mining whether the exchange is solely for voting 
stock the assumption by the acquiring corpora- 
tion of a liability of the other, or the fact that 
property acquired is subject to a liability, shall 
be disregarded, or (D) a transfer by a corpora- 
tion of all or a part of its assets to another 
corporation if immediately after the transfer 
the transferor or its shareholder or both are in 
control of the corporation to which the assets 
are transferred, or (E) a recapitalization, or 
(F) a mere change in identity, form, or place 
of organization, however effected.”’ 
© Footnote 9. 
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tion under Section 112 (g) (1) (D) for no 
other purpose than to accomplish tax savings. 


Gregory Case Facts 


Judge Learned Hand rejected the literal 
interpretation of Section 112 (g) (1) and 
in his historic opinion in Gregory v. Helver- 
ing, above, propounded a business-purpose 
doctrine which has served to adjust the course 
of decisions in reorganization cases and create 
an air of uncertainty among the bench, 
bar and the Treasury Department as to the 
intended application of the doctrine. 


The facts of the Gregory case follow. 
Evelyn Gregory, the petitioner, owned all of 
the stock of United Mortgage Corporation 
which held among its assets 1,000 shares 
of the Monitor Securities Corporation. The 
petitioner planned to distribute these shares 
to herself in such a manner that the declara- 
tion of a dividend, which would be taxable 
as ordinary income, would be avoided. The 
Averill Corporation was formed to acquire 
the 1,000 shares of Monitor held by United 
Mortgage for which all the stock of Averill 
was issued to the petitioner, in compliance 
with Section 112 (g) (1) (D),™ as a reor- 
ganization. Three days later, Averill Corpora- 
tion was liquidated. Its assets consisting 
of 1,000 shares of Monitor were distributed 
in cancellation of its outstanding stock, and 
the petitioner reported a capital gain on the 
exchange. 


The Board of Tax Appeals decided that 
the Averill Corporation must be recognized 
under the law; therefore, the steps taken by 
Evelyn Gregory and the result accomplished 
should be sustained. The Circuit Court of 
Appeals for the Second Circuit, speaking 
through Judge Learned Hand, disagreed, 
saying: “We agree with the board and the 
taxpayer that a transaction, otherwise within 
an exception of the tax law, does not lose 
its immunity, because it is actuated by a 
desire to avoid, or, if one choose, to evade, 
taxation. Nevertheless, it does not 
follow that Congress meant to cover such 
a transaction, not even though the facts an- 
swer the dictionary definitions of each term 
used in the statutory definition. . . . But 
the underlying presupposition is plain that 
the readjustment shall be undertaken for 
reasons germane to the conduct of the ven- 
ture in hand not as an ephemeral incident, 
egregious to its prosecution. To dodge the 
shareholders’ taxes is not one of the transac- 
tions contemplated as corporate ‘reorganiza- 


11 Footnote 9. 
2 Footnote 9. 
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tions’. All these steps were real, and 
their only defect was that they were not 
what the statute means by a ‘reorganization’, 
because the transactions were no part of the 
conduct of the business of either or both com- 
panies; so viewed they were a sham, though 
all the proceedings had their usual effect.” 


The petitioner’s motives were unimportant 
to the decision of the case. Judge Hand 
and Mr. Justice Sutherland who wrote the 
affirming opinion in the Supreme Court 
agreed that “the legal right to decrease the 
amount of what otherwise would be his 
taxes, or altogether avoid them by means 
which the law permits cannot be doubted. 
United States v. Isham, 17 Wall. 496, 506; 
Superior Oil v. Mississippi, 280 U. S. 390, 
395-6; Jones v. Helvering, 71 Fed. (2d) 214, 
217.” However, the intent of Congress in 
enacting Section 112 (g) (1) (D)” was not 
to allow a transfer of assets by one corpo- 
ration to another under a plan of reorganiza- 
tion which had no relation to the business 
purpose of either. Compare Electrical Se- 
curities Corporation v. Commissioner, 37-2 ustc 
7 9529, 92 F. (2d) 593 (CCA-2). 


Business-Purpose Doctrine 


The business-purpose doctrine has been 
cited frequently to support the Commissioner’s 
case in a great variety of situations. Robert 
H. Montgomery, in his Federal Income Tax 
Handbook,® called the Gregory decision the 
“Treasury shibboleth” and stated that it has 
been cited “for every conceivable proposi- 
tion including the theory that the Commis- 
sioner can do no wrong.” Judge Learned 
Hand came to the defense of the doctrine 
when he said: “I have been violently criti- 
cized by the tax lawyers for having origi- 
nated a revolutionary doctrine in the Gregory 
case, whereas all that I did was to note the 
plain intention of Congress which tax practi- 
tioners had preferred to ignore in order that 
they might be able to provide methods of 
tax avoidance for their clients.” Cogan v. 
Commissioner, 38-2 ustc § 9430, 97 F. (2d) 
996 (CCA-2). 


Minnesota Tea Company Case 


The Supreme Court has had only a very 
few opportunities to interpret the Gregory 
doctrine. Two cases involving a grocery 
company were heard in the Circuit Court 
of Appeals for the Eighth Circuit and later 
affirmed in the Supreme Court—Minnesota 


81935-1936 (pp. 184-186 (1935) p. 185). 


































































































Tea Company v. Helvering, 35-1 ustc J 9259, 
76 F. (2d) 797, aff’d 36-1 ustc § 9015, 296 
VU. S. 378, and 37-1 ustc J 9228, 89 F. (2d) 
711, aff'd 38-1 ustc § 9050, 302 U. S. 609 
(1938). The Tea Company had been en- 
gaged in the retail food business and entered 
into a plan of reorganization. All real es- 
tate was first transferred to the Peterson 
Investment Company in exchange for its 
stock which was distributed to the Tea Com- 
pany stockholders. The remaining assets were 
then transferred to the Grand Union Com- 
pany, a nation-wide organization, in exchange 
for 18,000 shares of its common stock and 
$426,842.52 in cash. Under the plan, the 
stock and cash were distributed to the Tea 
Company stockholders and the stockholders 
agreed to pay $106,471.73 of the cash to 
Tea Company creditors. The Board of Tax 
Appeals had ruled in favor of the Commis- 
sioner, saying that there was no reorganiza- 
tion within the meaning of the Code™ and 
that the difference between the value of the 
assets and the stock plus the cash received 
represented a taxable gain. The Circuit 
Court of Appeals for the Eighth Circuit 
reversed the Board, deciding that there was 
a reorganization. The $106,471.73 in cash 
which passed through the stockholders to 
the creditors was not a distribution to stock- 
holders under Section 112 (d) (1)” and, 
therefore, was taxable to the Tea Company 
under Section 112 (d) (2).% The business- 
purpose doctrine was forcefully argued in 
the dissenting opinion of Circuit Judge 
Woodrough. He was convinced that there 
was no “purpose” in forming the Peterson 
Investment Company, since it had nothing 
to do with the corporate business of the 
Tea Company. He was also of the opinion 
that the preliminary step of exchanging the 
real estate for stock was a device to permit 
all of the assets of the Tea Company to 
be exchanged with Grand Union under a 
Section 112 (g) (1) reorganization. The 
Supreme Court, speaking through Mr. Jus- 
tice McReynolds, said: “Gregory v. Helvering 


14 See 112 (g) (1), footnote 9. 

% Section 112 (d). ‘‘Same—Gain of Corpora- 
tion.—If an exchange would be within the pro- 
visions of subsection (b) (4) or (10) of this 
section if it were not for the fact that the 
property received in exchange consists not only 
of stock or securities permitted by such para- 
graph to be received without the recognition 
of gain, but also of other property or money, 
then— 

“‘(1) If the corporation receiving such other 
property or money distributes it in pursuance 
of the plan of reorganization, no gain to the 
corporation shall be recognized from the ex- 
change, but 


. revealed a sham; a mere device in- 
tended to obscure the character of the trans- 
action. We, of course, disregarded the mask 
and dealt with realities. The present record 
disclosed no such situation; nothing sug- 
gests other than a bona fide business move.” 
It appears at this juncture that the Supreme 
Court deemed the Gregory case to apply 
only to sham reorganizations. 


Chisholm Case 


The Circuit Court of Appeals for the 
Second Circuit further limited the Commis- 
sioner’s attempt to use the Gregory doctrine 
to prevent tax avoidance. In Chisholm v, 
Commissioner, 35-2 ustc | 9493, 79 F. (2d) 
14, cert. den. 296 U. S. 641, the petitioner 
and four others negotiated the sale of all the 
stock of the H Company. In order to post- 
pone a tax on the gain, they transferred 
their stock to themselves as members of a 
partnership. The partnership in turn sold 
the stock and managed the proceeds. In 
this way, they avoided a tax on the sale.” 
The Commissioner argued that the partner- 
ship was a device to avoid taxation and had 
no other purpose. The court answered by 
saying: “We may assume that purpose may 
be the touchstone, but the purpose which 
counts is one which defeats or contradicts 
the apparent transaction, not the purpose to 
escape taxation which the apparent, but not 
the whole transaction would realize.” 


Ballwood Case 


In Ballwood, CCH Dec. 8554, 30 BTA 644 
(1934), the pipe-making assets of the Ball- 
wood Company were transferred to the 
Ballwood Pipe Fabricating Company in ex- 
change for its stock. As step two, the 
Fabricating Company stock was exchanged 
for some stock in the Midwest Company. 
The Board applied the Gregory case on the 
theory that the Fabricating Company was an 
inactive corporation and took no part in the 


““(2) If the corporation receiving such other 
property or money does not distribute it in 
pursuance of the plan of reorganization, the 
gain, if any, to the corporation shall be recog- 
nized, but in an amount not in excess of the 
sum of such money and the fair market value 
of such other property so received, which is not 
so distributed.’”’ 

16 Footnote 15. 

17 Section 111 (a): ‘‘Computation of Gain or 
Loss.—The gain from the sale or other disposi- 
tion of property shall be the excess of the 
amount realized therefrom over the adtusted 
basis provided in section 113 (b) for determin- 
ing gain, and the loss shall be the excess of the 
adjusted basis provided in such section for de- 
termining loss over the amount realized.’’ 
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conduct of the pipe-making business. The 
Circuit Court of Appeals for the Third Cir- 
cuit on rehearing in Ballwood v. Commis- 
sioner, 36-2 ustc 7 9339, 84 F. (2d) 733, 
refused to stretch Gregory that far. There 
was nothing shown in the record which de- 
nied that the two steps taken were part of 


a reorganization under Sections 112 (g) (1) 
(A) and 112 (g) (1) (D).” 


Lea Case 


Mr. Justice Sutherland, in his majority 
opinion in Gregory v. Helvering, above, 
talked about the “functions” of the corpo- 
ration involved in a reorganization. This 
seems to shift the emphasis from the pres- 
ence of “business purpose” to the amount 
and kind of activity carried on by the new 
corporation and suggests that the way 
around Gregory is to pile up functions and 
activities in the new corporation.” This 
approach was not followed in Helen Sperry 
Lea v. Commissioner, 38-1 ustc J 9233, 96 F. 
(2d) 55 (CCA-2), where the transferee cor- 
poration lasted three days. However, a 
business purpose was found. In this case, 
the North American Airation Company 
suggested that the Sperry Research Corpo- 
ration form a new corporation, the Search- 
light Patent Corporation, to hold certain 
patent rights held by the Sperry Develop- 
ment Company. North American had 
planned to buy the stock of the Patent 
Corporation, but it discovered that the basis 
for depreciation would be the transferor’s 
$108,000, although the cost of the Patent 
Corporation stock would be $1,000,000.” A 
new plan was devised requiring the dissolu- 
tion of the Patent Corporation within three 
days of its formation. The Board of Tax 
Appeals ruled that the transfer of patents 
from the Development Company to the 


148 Footnote 9. The formation of Fabricating 
Company satisfied Section 112 (g) (1) (D) and 
the exchange of Fabricating Company stock for 
individual stock is a merger or consolidation 
under Section 112 (g) (1) (A). 

% See Milton Sandberg, 24 Columbia Law Re- 
view, 98, 112. 

20 Section 113 (a). ‘‘Basis (Unadjusted) of 
Property.—The basis of property shall be the 
cost of such property; except that—... 

“(7) Transfers to Corporation.—If the prop- 
erty was acquired— 

“*“(A) after December 31, 1917, and in a tax- 
able year beginning before January 1, 1936, 
by a corporation in connection with a reor- 
ganization, and immediately after the transfer 
an interest or control in such property of 
50 per centum or more remained in the same 
persons or any of them, or 
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Patent Corporation was not their use for 
the business purposes of the Development 
Company. The Patent Corporation was 
treated as a conduit under the Gregory doc- 
trine. The Circuit Court of Appeals refused 
to apply Gregory v. Helvering, because the 
entire transaction was suggested by the 
North American Company, not by the 
Sperry interests, and the intent to dissolve the 
Patent Corporation did not exist prior to its 
formation. The court departed from a sound 
application of Gregory to a point where it 
suggests that to prove a business purpose 
one need only show that an outside interest 
suggested the reorganization for its own 
benefit rather than for a purpose germane 
to the business. 


Capento Securities Case 


The court’s questionable reliance, in part, 
on the fact that outside interests suggested 
that the Sperry patents be held by a new 
corporation is comparable to the decision 
of the Circuit Court of Appeals for the First 
Circuit in Commissioner v. Capento Securities, 
et al., 44-1 ustc $9170, 140 F. (2d) 382, in 
which a business purpose was also found. 
Capento Securities Corporation was formed 
to acquire the $500,000 bond issue of Raytheon 
Production Company for $15,160. Raytheon 
was negotiating for a loan from the First 
National Bank of Boston. The bank, to 
obtain assurance that the bond issue was 
subordinate to their loan, suggested that 
Raytheon recapitalize by replacing the bonds 
with preferred stock. The Commissioner 
assessed Capento on the difference between 
the bond basis and the value of the preferred 
stock. The Commissioner argued the Gregory 
doctrine to support his nonrecognition of 
the reorganization. The Circuit Court of 
Appeals affirmed the Board of Tax Appeals 


“(B) in a taxable year beginning after De- 
cember 31, 1935 by a corporation in connection 
with a reorganization, 
then the basis shall be the same as it would be 
in the hands of the transferor, increased in the 
amount of gain or decreased in the amount of 
loss recognized to the transferor upon such 
transfer under the law applicable to the year in 
which the transfer was made. This paragraph 
shall not apply if the property acquired con- 
sists of stock or securities in a corporation a 
party to the reorganization, unless acquired by 
the issuance of stock or securities of the trans- 
feree as the consideration in whole or in part 
for the transfer. .. .’’ ‘ 

Section 114 (a). ‘‘Basis for Depreciation.—The 
basis upon which exhaustion, wear and tear, and 
obsolescence are to be allowed in respect of any 
property shall be the adjusted basis provided 
in section 113 (b) for the purpose of determin- 
ing the gain upon the sale or other disposition 
of such property.”’ 
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and upheld the tax-free exchange as reported 
by the taxpayer, because it was caused by 
outside suggestion from the bank in a normal 
business procedure, raising new capital. 


Munroe Case 


Although Gregory v. Helvering has given 
little status to the conduit corporation, its 
mere presence does not disqualify a plan 
of reorganization. In Munroe, CCH Dec. 
10,653, 39 BTA 685 (1939), an attempt was 
made to reduce state income and franchise 
taxes by moving from Illinois to Delaware. 
Under the plan of reorganization, the peti- 
tioner created three corporations, two in 
the Bahamas and one in Delaware. By a 
series of transactions through the several 
corporations, the assets in Illinois were 
transferred to Delaware. The Commissioner 
argued the Gregory doctrine and that the 
petitioner siphoned off accumulated earnings 
through conduit corporations. The Board 
admitted that one of the two Bahamas cor- 
porations was merely a conduit in the series 
of transfers and exchanges which were made 
under the plan of reorganization. However, 
it considered the plan to transfer the Illinois 
corporation’s assets to Delaware in order to 
reduce state taxation a bona-fide business 
purpose and the introduction of a conduit 
corporation into the plan not a valid reason 
to apply the Gregory doctrine, because the 
business-purpose test is not confined to com- 
mercial purposes. 


Dependence on Reasoning 
in Prior Cases 
Among the many divergent fact situations 


under which the Gregory doctrine has been 
argued by both the taxpayer and the Com- 





21 Commissioner v. Whitaker, 39-1 ustc { 9230, 
101 F. (2d) 640 (CCA-1). 

22 Helvering v. Schoellkopf, Jr., 38-2 vustc 
1 9607, 100 F. (2d) 415 (CCA-2). 

23 Commissioner v. Food Industries, Inc., 39-1 
ustc 7 9301, 101 F. (2d) 748 (CCA-3). 

2* Helvering v. Leary, 38-1 ustc { 9028, 93 F. 
(2d) 826 (CCA-4). 

% Commissioner v. Kolb, 38-2 ustc {| 9616, 100 
F. (2d) 920 (CCA-9). 

*6 These were substantially as follows: 

(1) To diminish the relative voting power of 
preferred stockholders by the issuance of large 
amounts of common, 

(2) To shift control from a holding company 
to the individual stockholders in keeping with 
proposed legislation to regulate holding com- 
panies; 

(3) To shift control from common to pre- 
ferred stockholders; 

(4) To alter the financial structure by the is- 
suance of debenture bonds; 
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missioner are several which point up some 
clue to understanding what are acceptable 
business purposes. Nevertheless, it should 
not be concluded from these leading ex- 
amples that a taxpayer can successfully 
foresee how the courts will apply the Gregory 
doctrine to a new set of facts. In one line 
of cases, the control of a corporation may 
be transferred from a holding company to 
the stockholders themselves and satisfy the 
business-purpose test. For example, the 
General Baking Corporation of New York 
was controlled by a Maryland holding com- 
pany. The holding company transferred its 
assets, consisting mostly of stock in the 
General Baking Corporation of New York, 
to the New York company and in exchange 
received newly issued General Baking Cor- 
poration stock and bonds. The stockholders 
of the Maryland holding company exchanged 
their stock for the new General Baking 
Corporation stock and bonds thereby ob- 
taining direct control of that company. The 
same facts were heard in the Circuit Courts 
of Appeal for the First," Second,” Third,” 
Fourth * and Ninth”® Circuits, all of which 
reached the same decision—that a business 
purpose existed. Judge Denman of the Cir- 
cuit Court of Appeals for the Ninth Circuit, 
in deciding Commissioner v. Kolb, 38-2 ustc 
| 9616, 100 F. (2d) 920, was most ambitious 
in setting forth ten business purposes in his 
opinion.” 


Souther Case : 


In another shift-of-control case, Souther, 
CCH Dec. 10,576, 39 BTA 197 (1939), the 
stockholders of General Motors shifted from 
one holding company to another through 
the avenue of a reorganization. The Man- 
agers Securities Company exchanged its only 
asset, General Motors Corporation stock, 


(5) To discharge dividend obligations to pre- 
ferred stockholders by the receipt of debenture 
bonds having an immediately realizable market 
value; 

(6) To transfer assets from a Maryland to a 
New York company and, by the latter, to assume 
the former’s indebtedness; 

(7) To provide for certainty of dividends 
which would not be possible under old arrange- 
ment; 

(8) To remove a block of Maryland preferred 
stock standing between the Maryland common 
stock and earnings of the New York common 
stock; 

(9) To remove the likelihood that Maryland 
common stock will be taken off the list of the 
New York Stock Exchange; 

(10) To save the expense of complex reor- 
ganization by the maintenance of a single rather 
than a dual corporate structure. 
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for the Class A common stock of the Gen- 
eral Motors Securities Company which had 
also been a General Motors stockholder. 
Managers distributed the Motors Class A 
common stock in liquidation of its own 
stock. The Commissioner issued a ruling 
to the effect that there was a reorganization 
under Section 112 (i) (1)" and Sections 
112 (b) (3) and 112 (b) (4)* of the Act of 
1928 and the Motors stock had the same 
basis to its stockholders as Managers had 
had. Two years later, Souther and others 
surrendered Motors stock to the company 
for General Motors stock. They claimed 
that the Commissioner and they had made 
a mutual mistake at the time of the Gom- 
missioner’s ruling and that the Motors stock 
should have a stepped-up basis™ which 
would render the current exchange of Motors 
stock tax free. Souther contended that the 
first exchange of Managers stock for Motors 
was not a tax-free reorganization, because it 
was a tax device having no business pur- 
pose under the Gregory doctrine. The 
Commissioner successfully supported a_busi- 
ness-purpose argument on the theory of Com- 
missioner v. Kolb, above, and its companion 
cases,” that a reorganization to shift the 
stockholders’ control from one holding com- 
pany to another has a business purpose with- 
in the meaning of the Code. 


Acceptable Business Purposes 


In General Motors Corporation, CCH Dec. 
9587, 35 BTA 523 (1937), a Section 112 (g) 
(1) (A) merger to acquire corporate prop- 
erty for use in the taxpayer’s business was 
allowed as a business purpose. In Hooks, 
CCH Dec. 14,111(M), 3 TCM 899 (1944), 
business purposes which satisfy the Gregory 
doctrine are those which “(1) reduce the 
fixed interest and dividend charges of the 
corporation .; (2) eliminate undeclared 
but accumulated dividends without 
affecting the cash position of the corpora- 
tion; (3) reduce the carrying charges on the 
accumulated but undeclared dividends; (4) 
relieve the corporation of the contingent 
liability of retiring ... preferred stock... ; 
(5) improve the position of the employees’ 
trusts .; (6) provide the capital as dis- 
tinguished from the management interests 
with a preferred stock which was not only 
not callable but had the right to share in 
unusual earnings resulting from inflation, 





*7 Similar to Section 112 (g) (1). Footnote 9. 
28 Section 112 (b) (4). ‘‘Same—Gain of Cor- 
poration.—No gain or loss shall be recognized 
if a corporation a party to a reorganization 
exchanges property, in pursuance of the plan 
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and a small proportion of debenture bonds 
providing an assured income; (7) provide 
desired and desirable financial encourage- 
ment to the management by increasing the 
possibility of cash dividends on their com- 
mon stock. . . .” A recapitalization effected 
by the exchange of six per cent debentures 
for the outstanding six and one-half per cent 
cumulative preferred stock in order to re- 
duce the fixed charges of a deficit corpora- 
tion satisfied the test in Annis Furs, Inc., 
CCH Dec. 13,605, 2 TC 1096 (1943). 


Bazley and Adams Cases 


The most recent turn in the tortuous path 
of the Gregory doctrine occurred with the 
Supreme Court’s affirmance of Baszley v. 
Commissioner and Adams v. Commissioner, 
47-1 ustc J 9288, 331 U. S. 737. The facts 
in both cases were similar. In Bazley, the 
corporation cancelled its outstanding stock 
and issued new common stock and deben- 
ture bonds totaling the same amount as the 
old stock and accumulated surplus. In the 
Adams case, the old common stock carried 
at $591,400 was exchanged for new stock 
valued at $295,700 and debenture bonds 
valued at $295,700. In contrast to the Bazley 
case, surplus of over $45,000 was not affected. 


In both cases, the Supreme Court affirmed 
the Circuit Court of Appeals for the Third 
Circuit on the ground that there was no re- 
organization within the meaning of Sec- 
tion 112 (g). It held that there may have 
been a recapitalization as an accounting con- 
cept but that there was no recapitalization 
under Section 112 (g) (11) (E) within the 
meaning of reorganization as intended by 
Congress and interpreted by Pinellas Ice and 
Cold Storage Company v. Commissioner, 3 
ustc § 1023, 287 U. S. 462 (1933), Gregory v. 
Flelvering, above, and LeTulle v. Scofield, 
40-1 ustc J 9150, 308 U. S. 415. If the courts 
had only gone this far, the decision would 
not have been troublesome. However, the 
Circuit Court of Appeals gave birth to an 
“effect test” by saying that the recapitaliza- 
tions were merely devices which had the 
effect of siphoning off accumulated earnings 
to the stockholders in avoidance of a tax 
on dividends. In Basley, the distribution of 
debentures was a vehicle to distribute sur- 
plus. The court reached the same result in 
the Adams case by saying that any distribu- 
tion to stockholders must first be charged 


of reorganization, solely for stock or securities 
in another corporation a party to the reor- 
ganization.”’ 

22 G. C. M. 621, V-2 CB 5. 

3° Footnotes 21-24. 































































































against surplus before being charged against 
capital and that this rule cannot be defeated 
by bookkeeping entries which attempt to 
reach another result. The court has devel- 
oped a new and far-reaching concept by 
taxing a transaction where an attempt has 
been made to satisfy Section 112 (g) (1) 
of the Code, but the effect of the transaction 
is to make it taxable under another section. 
The second disturbing feature of the Bazley 
and Adams cases lies in the Circuit Court 
of Appeals for the Third Circuit’s and Tax 
Court’s application of Gregory v. Helvering. 
Evidence was presented as to business pur- 
poses—those purposes which the Tax Court 
believed were not to be required by “busi- 
ness exigencies” nor “germane to the con- 
tinuance” of the Corporation (quoting Gregory 
v. Helvering)—which were partly advanta- 
geous to the corporation and partly to the 
stockholders." The argument that there 
should be no true distinction between the 
corporation’s and the stockholder’s business 
purposes seems to be sound, although the 
court ignored it here. Businesses carried 
on by family corporations do not have pur- 
poses which are distinguishable as between 
the individual stockholders and the corpo- 
rate form under which they operate. Com- 
pare Lewis v. Commissioner, 49-2 ustc J 9377, 
176 F. (2d) 646 (CA-1); Survaunt v. Com- 
missioner, 47-2 ustc J 9344, 162 F. (2d) 753 
(CCA-8). 


The Supreme Court, in the Bazley and 
Adams cases, did not distinguish between 
corporate and stockholder purposes. It said 
the lower court reached the right result, 
“whatever may have been their choice of 
phrasing.” * Bazley and Adams extended the 
Gregory doctrine to a point where a recap- 
italization will be denied tax exemption under 
Section 112 (g) (1) (E) unless the triers of 
the fact can be convinced that the transac- 
tion is to benefit the business exigencies of 


31 Jn Bazley v. Commissioner, it was said: 
‘*(1) The stockholders, by obtaining debenture 
bonds for stock, would receive a more readily 
marketable and less fluctuating security in case 
it would become necessary for the estate of a 
deceased shareholder to liquidate his investment 
to meet inheritance taxes or for other purposes; 
(2) the bonds could be sold without reducing 
the Bazley family’s stock control of the cor- 
poration; (3) the contemplated entry into the 
hazardous business of road construction made 
it desirable for stockholders to possess bonds 
in order to be in a position at least equal to 
general creditors in the event of insolvency; 
(4) the value of the corporation’s plant and 
equipment . . Was large as compared with 
its capitalization of $100,000, and since such 
equipment had been purchased by using funds 
acquired through accumulation of earn- 





the corporation with little tax savings. If 
there are two ways to Carry out a reorgani- 
zation and one avoids tax, it seems as if 
the plan including the tax saving will not 
be approved. 


Survaunt and Lewis Cases 


The Bazley and Adams extension of the 
Gregory doctrine was not applied in the later 
cases of Survaunt v. Commissioner or Lewis 
v. Commissioner, above. Both of these cases 
involved reorganizations entered into for 
stockholder purposes. The Survaunt case 
concerned the liquidation of a corporation 
caused by a Missouri law which prevented 
it from assuming the personal notes of the 
stockholders. The company was recapital- 
ized so that notes payable to the stock- 
holders were issued and used by them to 
pay their personal obligations. In the Lewis 
case, a chemical company was liquidated to 
permit the stockholders to withdraw certain 
nonoperating assets. The remaining operat- 
ing assets were transferred to a new cor- 
poration. The Tax Court was upheld, in its 
ruling that a reorganization existed in spite 
of the arguments by the taxpayers that the 
purposes were personal and not business, by 
the Circuit Court of Appeals for the Eighth 
Circuit in Survaunt and the Court of Appeals 
for the First Circuit in Lewis. The shoe 
was now on the other foot, so the courts 
ignored the distinction between stockholder 
and corporate purposes by talking about 
stockholder motives that do not control 
rather than stockholder business purposes. 
Compare Gregory v. Helvering. In Lewis v. 
Commissioner, the taxpayer sought to avoid 
the tax consequences that would ensue if 
a reorganization were recognized. The tax- 
payers treated the liquidation of the old 
company as giving rise to a capital gain 





ings and profits, it was deemed advisable to 
reflect a dedication of these earnings to cor- 
porate use by reducing surplus available for 
dividends and transferring a part thereof to 
capital stock and a part to long-term debt 
represented by the 20-year bonds. Two addi- 
tional motives advanced by the petitioner as 
reasons for the questioned transactions were 
(a) to provide stock of a type available for sale 
to the company’s key employees and (b) to 
reduce the company’s taxable income by $24,000 
through the interest payments on the debenture 
bonds.”’ 

In Adams v. Commissioner the reorganization 
was undertaken ‘‘to save an annual New Jersey 
franchise tax in the amount of $400 and achieve 
a saving in corporate income tax resulting from 
the right to deduct interest paid on the bonds.’’ 

32 47-1 ustc {| 9288, 31 U. S. 737. 
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under Section 115 (c).* By finding for a 
reorganization, the court allowed the Com- 
missioner to apply Section 112 (b) (3)* and 
Sections 112 (c) (1) and 112 (c) (2)* which 
provide for “gain from exchanges not solely 
in kind” having the effect of taxable divi- 
dends. The Commissioner also benefited 
by the court’s finding of a tax-free reor- 
ganization in the Survaunt case, because the 
deductible loss which the taxpayer claimed 
was disallowed. 


Heady Case 


The “effect test” of the Bazley and Adams 
cases seems to be here to stay. The Circuit 
Court of Appeals for the Seventh Circuit 
applied it in Heady v. Commissioner, 47-1 
ustc § 9295, 162 F. (2d) 699 (CCA-7) to 
disapprove a recapitalization. The owner 
of the Ready Mixed Concrete Corporation 
died leaving the controlling stock in his 
estate for ultimate saie. A proper price 
could not be obtained, so the court ordered 
the executor to employ a manager and run 
the business. A plan of recapitalization was 
formulated whereby the stock was exchanged 
for new stock and debentures on the pattern 
of Bagley v. Commissioner. A manager 
named Gray was hired. Gray’s contract 
provided for the right to buy the stock 
dependent upon the company’s ability to 
retire the debentures. This resulted in the 
paying of a large part of the earnings to the 
debenture holders with no tax on the cor- 


33 Section 115 (c). ‘‘Distributions in Liquida- 
tion.—Amounts distributed in complete liquida- 
tion of a corporation shall be treated as in full 
payment in exchange for the stock, and amounts 
distributed in partial liquidation of a corpo- 
ration shall be treated as in part or full payment 
in exchange for the stock. The gain or loss to 
the distributee, resulting from such exchange 
shall be determined under section 111, but shall 
be recognized only to the extent provided in 
section 112... .”’ 

* Section 112 (b) (3). ‘‘Stock for Stock on 
Reorganization.—No gain or loss shall be recog- 
nized if stock or securities in a corporation a 
party to a reorganization are, in pursuance of 
the plan of reorganization, exchanged solely for 
stock or securities in such corporation or in 
another corporation a party to the reorganiza- 
tion.”’ 

% Section 112 (c). ‘‘Gain from Exchanges Not 
Solely in Kind.—‘‘(1) If an exchange would be 
within the provisions of subsection (b) (1), (2), 
(3), or (5), or within the provisions of subsec- 
tion (1), of this section if it were not for the 
fact that the property received in exchange 
consists not only of property permitted by such 
Paragraph or by subsection (1) to be received 
without the recognition of gain, but also of 
other property or money, then the gain, if any, 
to the recipient shall be recognized, but in an 
amount not in excess of the sum of such money 
and the fair market value of such other property. 
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poration until Gray could buy the stock. 


Gray testified on cross examination that he 
would have accepted the job whether the 
corporation was or was not reorganized. 
The court concluded that since the re- 
capitalization was unessential to the hiring 
of Gray, it served no corporate business 
purpose but, instead, had the effect of 
siphoning off earnings. 


Transport, Trading and Terminal 
Corporation Case 


The most recent event relating to the 
Gregory doctrine occurred when the Supreme 
Court denied certiorari on February 13, 
1950, in Commissioner v. Transport, Trading 
and Terminal Corporation 49-2 ustc { 9337, 
176 F. (2d) 570 (CA-2), cert. den. 338 U. S. 
955. The facts are complicated but, in essence, 
involve the declaration of a dividend by a sub- 
sidiary corporation to its parent. The dividend 
consisted of stock previously sold to the 
subsidiary by the parent. After this dis- 
tribution, the parent sold the stock to third 
parties under a pre-existing option. The 
transaction was designed to avoid a gain 
that would have arisen had the subsidiary 
made the sale. The subsidiary distributed 
the stock, valued on its books at $20,000, 
as part of a $50,000 dividend. The parent 
reported the dividend received at its fair 
market value of $582,285 but subject to the 
eighty-five per cent dividend received credit 
of Section 26 (b),™ causing an effective tax 


**(2) If a distribution made in pursuance of 
a plan of reorganization is within the provisions 
of paragraph (1) of this subsection but has the 
effect of the distribution of a taxable dividend, 
then there shall be taxed as a dividend to each 
distributee such an amount of the gain recog- 
nized under paragraph (1) as is not in excess 
of his ratable share of the undistributed earnings 
and profits of the corporation accumulated after 
February 28, 1913. The remainder, if any, of 
the gain recognized under paragraph (1) shall 
be taxed as a gain from the exchange of prop- 
erty.”’ 

% Section 26. ‘‘Credits of Corporations.—In 
the case of a corporation the following credits 
shall be allowed to the extent provided in the 
various sections imposing tax— .. . 

‘“‘(b) Dividends received.—85 per centum of 
the amount received as dividends from a domes- 
tic corporation which is subject to taxation 
under this chapter, but not in excess of 85 per 
centum of the adjusted net income... .”’ 

The Revenue Act of 1950 has amended Sec- 
tion 26 (b) to close the loophole through which 
the Transport, Trading and Terminal Corpora- 
tion attempted to slip. The amendment limits 
the eighty-five per cent dividend received credit 
to the basis of the property in the hands of 
the declaring corporation. The portion of the 
increased value of the property declared as a 
dividend which exceeds the basis is fully tax- 
able as a dividend. 
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rate of 5.7 per cent (fifteen per cent of thirty- 
eight per cent). Using the stepped-up basis 
of $582,285, the parent reported no gain on 
the sale to the third parties. The Commis- 
sioner argued that this was not a dividend 
declaration within the meaning of the Code,” 
because there was no business purpose, only a 
tax-saving motive. The sale was in substance 
a sale by the subsidiary subject to a twenty- 
five per cent capital-gain tax on the differ- 
ence between the $20,000 cost and $582,285. 
The taxpayer won in the Tax Court partly 
because the business-purpose doctrine was 
interpreted as confined to the reorganization 
sections of the Code. Compare Cleveland 
Adolph Mayer Realty Corporation, CCH Dec. 
15,079, 6 TC 730 (1946); First State Bank of 
Stratford, CCH Dec. 15,723, 8 TC 831 
(1947); Hobby, CCH Dec. 13,581, 2 TC 980 
(1943); Beard, CCH Dec. 14,379, 4 TC 756 
(1945). 


The Court of Appeals for the Second Cir- 
cuit reversed the Tax Court by applying 
Gregory v. Helvering which, it said, was not 
confined to cases of corporate reorganiza- 
tions. The court said “It means that in 
construing words of a tax statute which 
describes commercial or industrial transac- 
tions we are to understand them to refer to 
transactions entered upon for commercial or 
industrial purposes and not to include trans- 
actions entered upon for no other motive but 











to escape taxation.’”” The approach to the 
business-purpose doctrine in this case is based 
on the original substantive arguments of the 
Gregory case rather than the “effect test” 
of the Bazley and Adams cases. 


Summation 


Just where the line of definition is to be 
drawn in understanding Gregory v. Helvering 
is not clear. It was originally believed that 
the case was a judicial interpretation of 
Congressional intent as to the meaning of a 
corporate reorganization. Judged Learned 
Hand expressed the belief that Congress did 
not intend to provide an avenue for tax 
saving by employing the vehicles of sham 
and conduit corporations. It is evident that 
now the doctrine stands as an effective 
weapon to prevent tax savings in spite of 
the frequent dicta that tax-saving motives 
do not influence the results of decided cases. 
The Transport, Trading and Terminal Corpo- 
ration decision, above, explains, in some 
measure, the extent to which the Gregory 
doctrine will be stretched. There still exists 
obvious inconsistencies between Bazley and 
Heady on one hand and Lewis and Survaunt 
on the other which make the task of the 
tax lawyer as difficult as ever. 


[The End] 


HOW CHAPTER X REORGANIZATIONS AFFECT THE NET OPERATING 


LOSS DEDUCTION—Continued from page 1064 


avoidance as its “principal purpose,” the 
fact that a plan is confirmed by the court 
indicates that the Treasury Department has 
not objected and has thus taken the posi- 
tion that no such objection exists. 


Conclusion 


In conclusion, then, the following rules 
may be stated: Where a successor corpora- 
tion is formed to take over the activities of 
the debtor corporation in a Chapter X re- 
organization, the successor corporation is 
not the same “taxpayer” as the debtor cor- 
poration for the purpose of Code Section 
122 and, therefore, connot use the prior net 
operating losses of the debtor corporation. 


7 Section 115. ‘‘Distribution by Corporations 
—(a) Definition of dividend.—The term ‘divi- 
dend’ when used in this chapter a means 
any distribution made by a corporation to its 
shareholders, whether in money or in other 
property, (1) out of its earnings or profits 
accumulated after February 28, 1913, or (2) out 
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On the other hand, where the debtor cor- 
poration is recapitalized in a Chapter X re- 
organization, the “taxpayer” is the same for 
the purposes of Section 122 so that it may 
use its prior net operating losses. In this 
respect, it makes no difference that pursuant 
to the recapitalization, the corporate charter 
is amended to permit a different capital 
structure or that the old stockholders are 
wiped out and new stockholders brought in. 
Finally, when new capital interests take over 
the recapitalized corporation, there would 
appear to be no room for the application of 
Code Section 129 to disallow the net op- 
erating loss deduction under Code Section 
122. [The End] 
of the earnings or profits of the taxable year 
(computed as of the close of the taxable year 
without diminution by reason of any distribu- 
tions made during the taxable year), without 


regard to the amount of the earnings and profits 
at the time the distribution was made. 1 
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The Farmer 


and 
the Net Operating Loss 


By RICHARD W. BEEBE — — — — Attorney and CPA, Sioux City, lowa 


THE NET OPERATING LOSS DEDUCTION IS MORE READILY ADAPTED TO 
THE FARMER'S THAN TO THE ORDINARY BUSINESSMAN’'S TAX NEEDS 


HE economic and weather situations 

under which farmers have been operat- 
ing the past several years have been favorable, 
and there has been little occasion to use 
the net operating loss provisions of the 
tax law. However, because of their rela- 
tively large incomes and correspondingly 
large income taxes, it will be of value to 
tax advisors at this time to refresh them- 
selves regarding the net operating loss as 
it applies to farmers, so that, in the event 
of drought or depression, their farmer clients 
can take advantage of the legal provisions 
for these situations. As the events in the 
1930’s prove, a drought plus a depression, 
or either alone, can change a farmer’s eco- 
nomic situation from profit to loss very 
rapidly. 

Before discussing the legal aspects of 
the problem, it is well to consider a serious 
practical situation which must be faced. 
A great many farmers keep inadequate books 
and supporting records. Consequently, even 
though they report their income honestly, they 
may not be able to prove adequately the 
various items of income and expense of the 
years involved in order to take advantage 
of the net operating loss to which they 
should be entitled. Therefore, in anticipa- 
tion of the time when the net operating 
loss may be of extreme importance, tax 
advisors now might attempt to encourage 
their farmer clients to begin keeping more 
adequate records. Characteristically, a great 
many farmers are pessimistic about the 
prospect of continuing good times on the 
farm, and perhaps a brief discussion with 
the farmers concerning the net operating 
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loss provisions would be the incentive which 
would impel them to keep more adequate 
records. It is easily conceivable that proper 
records could be worth several thousand 
dollars in refunds at some future time, 
from the single benefit of being able to 
prove expenses and income, aside from all 
the other advantages of having a proper 
set of books. If a farmer or other business- 
man cannot prove adequately his income 
or loss, both in the year in which the loss 
occurred and also in the year to which it 
is carried back, or forward, he is out of 
luck, even though the honesty and accuracy 
of his return for both years is unquestioned 
in his mind. 


Problem of Proof 


In proving his loss the burden of proof, 
of course, is upon the taxpayer. As has 
been said many times, the finding of the 
Commissioner is prima-facie correct, and 
the burden is upon a contestant to dis- 
prove it. (Avery v. Commissioner, 1 UsTC 
9 254, 22 F. (2d) 6, 55 A. L. R. 1277; 
Weber v. Kavanagh, 43-2 ustc J 9676, 52 F. 
Supp. 619.) 

In discussing this problem of proof, the 
court said, in James W. Pennock, Jr., CCH 
Dec. 7551, 25 BTA 1331, affirmed 64 F. 
(2d) 1018: 

“From the pleadings, we think that in 
order to prevail it is incumbent upon the 
petitioner not only to establish that the loss 
claimed was a loss sustained in the opera- 


“tion of a trade or business regularly carried 
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on by him, but also that the amount 
contended for is the proper amount, if 
any, to be allowed.” 


In the above case the court further stated: 


“With the exceptions of the fact that 
the petitioner had an investment of $56,287.00 
in the stock of the Andrews Sporting 
Goods Company, which was adjudicated 
a bankrupt on July 3, 1926, and that the 
petitioner never received anything from his 
investment upon the liquidation of the assets 
of the company, we are wholly without 
evidence upon which to compute any possi- 
ble statutory net loss.” 


This case demonstrates the necessity of 
adequate proof and the penalty for failure 
to submit it. 


It should also be noted that, in de- 
termining the deficiency for a taxable year, 
the courts have a right to consider facts 
with relation to the taxes for other taxable 
years as may be necessary to redetermine 
correctly the amount of the deficiency in 
controversy. (Internal Revenue Code Sec- 
tion 272(g); Greenleaf Textile Corporation, 
CCH Dec. 7687, 26 BTA 737, affirmed 65 
F. (2d) 1017.) 


In this connection, the court said in 
W. N. Ritter Lumber Company, CCH Dec. 
8491, 30 BTA 231: 


“No deficiencies have been determined 
against any of these petitioners for the year 
1921. However, pursuant to the provisions 
of Section 272(g) of the Revenue Acts 
of 1928 and 1932, the Board in redetermining 
a deficiency in respect of any taxable years 
in question, may consider such facts with 
relation to the year 1921 as may be neces- 
sary to determine correctly the amount of 
the deficiencies in controversy, although it 
has no jurisdiction to determine whethér 
the taxes for 1921 have been overpaid or 
underpaid.” 


Also, in this connection, in Lord Forres, | 


CCH Dec. 7376, 25 BTA 154, the court said: 


“In computing petitioner’s taxable income 
for the year 1923, it is respondent’s duty 
to consider and determine all items and 
elements thereof, including the net loss 
carried forward from the preceding year. 
He is not bound by the 1922 return in 
determining the correct amount of that 
loss as it may affect the deficiency for 1923.” 


In view of the above rules, coupled with 
the poor books and supporting data kept 
by many farmers, it is believed that the 
great handicap to the use by farmers of 


the net operating loss provisions of the law . 


is not any particular adverse decision re- 








garding losses from sales of assets in liquida- 
tion or related fields, but is the problem 
of proof. For this reason, now, in good 
years, is the proper time for tax advisors 
to get their farmer clients to keep proper 
records. This is particularly so because 
these good years may be subject to scrutiny 
when losses which occur two years or more 
hence are carried back, even though the 
former years may be barred by the statute 
of limitations. 


Selling Assets 


A great deal has been written of late 
concerning the operating loss problem of 
unincorporated business. However, most 
of the publicized material has been with 
reference to particular decided cases. Most 
recent cases have dealt with the rather nar- 
row question of whether losses suffered 
through sale of a major asset on liquidation, 
such as a farm, can be offset against farm 
income of prior years, as a net operating 
loss. The courts’ decisions in such cases 
should not discourage the use of the net 
operating loss in the more typical case 
where the loss in a subsequent year is 
suffered because of business conditions or 
weather conditions and not from the sale 
of a large asset at a loss. 


Typical of the decided cases in connec- 
tion with losses suffered through sale of 
assets in whole or partial liquidation of 
a business is Lazier v. U. S., 48-2 ustc 
7 9402, 170 F. (2d) 521, in which a farmer 
in North Dakota sustained a loss in 1943 
of $18,316.99 from the sale of farms and 
machinery. He filed refund claims for 1941, 
1942 and 1943, based upon a claim of 
$15,157.65 of the above, constituting a “net 
operating loss carry-back.’ The court 
denied his claim. The court said: 


“Congress was concerned with ‘net operat- 
ing losses’ sustained in the normal opera- 
tion of a business regularly carried on by 
a taxpayer and was not concerned with 
losses attributable to the total or partial 
liquidation of the physical properties used 
in the conduct of the business.” 

The court further said that the farmer 
was engaged in the business of farming 
and not in the business of selling farm lands 
and machinery. 


Reasons for Optimism 


Cases of the above type should not dis- 
courage farmers—who will inevitably suffer 
losses from regular farming operations in 
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poor years—from filing claims for refund, 
if they have adequate, honest and accurate 
records. 

Normally speaking, a farmer who has 
one or two bad years in which he operates 
at a loss will not, because of that fact, 
sell his farm and machinery. He will con- 
tinue farming and, if he suffers his loss 
in the normal operation of his farm, as 
distinguished from sale of his farm or other 
assets, he is entitled to a net operating 
loss. Neither should the cases of the above 
type discourage filing of refund claims by 
the farmer or other small businessman who 
suffers substantial losses in the regular 
operation of his business and then com- 
pletely liquidates and who, by virtue of 
the liquidation, suffers additional losses 
through disposal of assets at below book 
value. In this case, it would seem that 
the losses the individual suffered in operations 
regularly carried on up to the time of 
liquidation should be deducted as _ net 
operating losses. The further losses aris- 
ing in liquidation, through disposal of assets 
such as land, buildings and machinery, 
probably would not be deductible as net 
operating losses, but these latter losses 
should not be confused with losses suffered 
in operation up to liquidation. 


The operating loss provisions of the law 
are especially adaptable to farmers, as con- 
trasted to other businessmen. This is true 
because farmers are affected more directly 
and drastically by weather and climate 
than are most other businessmen. They 
have more drastic ups and downs. This 
applies also to livestock feeders. In addi- 
tion, most farmers are on the cash basis, 
and, under the law, have considerable lati- 
tude with reference to the time of incurring 
expenses and realizing profits or losses. This 
latitude should be kept in mind in connec- 
tion with the use of the net operating loss. 


The clear intent of the statute was to 
equalize profits and losses over various 
years. The United States Supreme Court, 
in Dalton v. Bowers, 3 ustc J 1008, 287 U. S. 
404, 77 L. Ed. 389, in interpreting a similar 
prior statute, said of the intent of Congress: 


“By the statute allowing the deductions 
and carrying over the loss for two years, 
Congress intended to give relief to persons 
engaged in an established business for losses 
incurred during a year of depression in 
order to equalize taxation in the two suc- 
ceeding and more profitable years.” 

Certainly farmers should be prepared to 
take advantage of the intent with which 
the statute was enacted. [The End] 


LIFO METHOD IN STATE TAXATION 


Facts: The taxpayer, a department store, used the LIFO method of inventory valua- 
tion on both its federal income and state personal property tax returns. It reduced its 
inventory value by subtracting its LIFO reserve account from its depreciated inventory 
book value arrived at by the use of the generally employed retail method. The Ohio Tax 
Commissioner found deficiencies existing in the taxpayer’s personal property tax return 
which corresponded to the amount or amounts of its deducted LIFO reserve fund. The 
taxpayer did not make or file a claim at the time of filing its return for any deduction 
from depreciated book value of personal property used in business. However, the taxpayer 
contends that since the LIFO method of inventory valuation is a recognized manner of 
inventory accounting approved of by the Treasury Department, it should be approved 
by the State of Ohio, because the Ohio laws do not prescribe any specific method therefor. 


Decision: The Commissioner has not acted unfairly. No other department store in 
the state has been allowed to make a like deduction. The Commissioner was seeking to 
treat all department stores alike. It is not a question of the recognition of LIFO but a 
disallowance of a reserve which would work a tax favor as against other taxpayers of the 
same class. In addition, the LIFO method of inventory accounting is primarily designed 
for the purpose of stating the income accurately, while the tax laws in question contem- 
plate a value statement and not an income statement. The statutes provide that true value 
shall be such as is shown by the books of the company, less proper and reasonable reserves 
for depreciation and any such further amount as satisfactory proof can be furnished for 
which shall be done by making a claim for further deduction by and with its corporate 
return. This, the taxpayer did not do.—R. H. Macy and Company, Inc., CCH Onto Tax 
Reports {[ 25-028 (Ohio BTA). 








Farmer and the Net Operating Loss 




















































































































XXXV 
Willcuts v. Bunn 
States’ (Tax) Rights 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 





NE YEAR after the World War (j. g.), 

the French Chamber of Deputies was 
told: “This prohibition [against reciprocal 
bombing] appears to have been due to an 
agreement between the opposing com- 
batants. It looks as though we had told 
the Germans that we would not bomb Briey, 
where they got their iron ore, if they, on 
their part, would refrain from attacking 
Bruay and the pit-heads of Pas-de-Calais.” * 
To what extent may a noncombatant benefit 
from such an unofficial flag of truce? 

Charles W. Bunn invested in bonds of 
various Minnesota counties and cities. About 
five years later, in 1924, he sold the secu- 
rities at a profit of $736.26. “That'll be just 
$84.44 in tax,” calculated the Commissioner 
rapidly as he fingered his abacus. “Tax?” 
echoed Mr. Bunn incredulously. “Don’t you 
know a direct tax on income derived from 
municipal securities is illegal? The federal 
government may not exercise its power of 
taxation in such a way as to interfere with 
a state function, and no function is more 
fundamental than getting the wherewithal 
to carry on its stately duties.” “I'll agree,” 
said the Commissioner,. “that selling the 
bonds in the first instance was a state func- 
tion; but when that had been done, the 
state was out of the picture.” “No,” Bunn 
explained, “for if it were known that there 
shall be a tax (which might be increased 
at any time) on gain from state bonds, 
these bonds would be less desirable to the 
public and less salable to the state; indeed, 
imposition of the tax would not only affect 
the power of the state to borrow, but would 
also affect the amount realized from the 
sale of its securities. The state’s functions 
(which require money) would be interfered 
with by the federal government.” 

On January 5, 1931, Mr. Chief Justice 
Hughes delivered the opinion of the Su- 
preme Court:? 


“The power to tax is no less essential than 
the power to borrow money, and in pre- 
serving the latter, it is not necessary to 
cripple the former by extending the con- 
stitutional exemption from taxation to those 
subjects which fall within the general ap- 
plication of non-discriminatory laws, and 
where no direct burden is laid upon the 
governmental instrumentality, and there is 
only a remote, if any, influence upon the 
exercise of the functions of government. ... 


“In the case of the obligations of a State 
or of ‘its political subdivisions, the subject 
held to be exempt from federal taxation is 
the principal and interest of the obligations. . .. 


“But it does not follow, because a tax on 
the interest payable on state and municipal 
bonds is a tax on the bonds and therefore 
forbidden, that fhe Congress cannot impose 
a non-discriminatory excise tax upon the 
profits derived from the sale of such bonds. . . . 


“The tax not being on the obligations of 
the State or municipality, or on the invest- 
ment therein, as such, the question is 
whether the tax must nevertheless be held 
to be invalid because sales by investors 
are to be deemed inseparably connected 
with the exercise of the borrowing power 
of the State... . 


“It is urged ... that a federal tax on 
the profits of sales of such securities should 
be deemed, as a practical matter, to lay 
such a burden on the exercise of the State’s 
borrowing power as to make it necessary 
to deny to the Federal Government the con- 
stitutional authority to impose the tax... . 

3ut while, in the language of the tax act 
regarding deductions for losses, the pur- 
chase of municipal bonds for investment, as 
in the case of other investments, may be 
regarded as ‘entered into for profit’ as dis- 
tinguished from mere personal use, it may 
be doubted whether the prospect on the part 





1 Bernhard Menne, Blood and Steel (New 
York, Lee Furman, Inc., 1938), p. 343. See 
also H. C. Engelbrecht and F. C. Hanighen, 
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Merchants of Death (New York, Dodd, Mead 
& Company, 1934), pp. 161-162. . 
22 ustc § 640, 282 U. S. 216 (1931). 
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of the ordinary investor of obtaining profit 





on the resale of such obligations is so im- 
portant an element in inducing their acquisi- 
tion that a federal tax laid on such profits 
in common with profits derived from the 
sales of other property, constitutes any sub- 
stantial interference with the functions of 
state governments. While the tax is laid 
on gains, there is also a deduction for losses 
on sales, and whether investors in such 
securities would consider it an advantage if 
both provisions were eliminated is a matter 
of mere speculation... . 


“There is, however, an outstanding fact, 
more important than any possible conjecture. 
That fact is found in uniform and long- 
established practice. This practice clearly 
indicates that neither the Federal Govern- 
ment nor the States have found a tax on 
the profits of the sales of their securities 
to be a burden on their power to borrow 
money. ... 


“Before the power of the Congress to 
lay the excise tax in question can be denied 
in the view that it imposes a burden upon 
the States’ borrowing power, it must appear 
that the burden is real, not imaginary; sub- 
stantial not negligible. We find no basis 
for that conclusion, or any warrant for 
implying a constitutional restriction to de- 
feat this tax.” 


«¢ TN Willcuts v. Bunn, resistance was made 

to an income tax levied by the United 
States, insofar as it included profits derived 
from the sale of municipal bonds, based 
upon the now frequent claim of immunity of 
state instrumentalities from federal taxation. 
Such a situation is but a phase of one of the 
most intricate and immediately practical 
problems of contemporary statesmanship. It 
involves nothing less than wise adjustment 
of the demands that can be made by the 
nation and the states upon the common fund 
of the national wealth. ... [and] it becomes 
necessary to explore the relation of the claim 
to the governmental interest which alone 
justifies it. This is precisely what the Court 
did in Willcuts v. Bunn.” * 


A dealer is treated in the same manner 
as an investor. A partnership purchased 
state and municipal bonds directly from 
those bodies; it argued that its own sales 
were nontaxable, as a tax would place a 
burden upon the states’ marketing of the 
bonds. The court disagreed. “In our opin- 


ion, the taxing of the dealer’s profits arising 
from re-sale of bonds, though a possible 
factor in the determination of the amount 
the dealer may bid for the bonds, is a very 
minor item in such determination. : 
The facts ... show that the partnership... 
was not an instrumentality of the states or 
municipalities in the purchase of bonds or 
securities in which the partnership was deal- 
ing. The partnership was clearly an inde- 
pendent contractor. ... The principles which 
are controlling herein are fully dis- 
cussed and clearly enunciated in Willcuts 
v. Bunn. man 


The same doctrine of taxability applies to 
federal issues. The Liberty Loan Act of 
April 24, 1917, stated that those bonds 
“shall be exempt, both as to principal and 
interest, from all taxation, except estate or 
inheritance taxes imposed by the authority 
of the United States. . . .” A seller of 
“Liberties” argued that an attempted tax 
on the transaction violated the exemption 
clause of the statute quoted. “We are of 
opinion that a tax exacted on the profit from 
a sale was not a tax upon the principal of 
the bonds. ... If a tax on the profit de- 
rived from the purchase and sale of munici- 
pal bonds did not constitute a tax on the 
bonds as was held in Willcuts v. Bunn, supra, 
we fail to see how the income tax involved 
in the case at bar can be said to be a tax 
by the United States on its own bonds.” * 


TAXPAYER sold loan bonds issued by 

-joint-stock land banks under the Fed- 
eral Farm Loan Act of 1916. He reported 
no income, as Section 26 of that act provided 
that “farm loan bonds issued under the 
provisions of this Act, shall be deemed and 
held to be instrumentalities of the Govern- 
ment of the United States, and as such 
they and the income derived therefrom shall 
be exempt from Federal, State, municipal 
and local taxation.” He argued that his 
gains were “income derived” from the bonds 
within the meaning of that section. Said 
Mr. Justice Douglas: “To be sure, ‘income’ 
is a generic term amply broad to include 
capital gains for purposes of the income tax. 
Merchants’ Loan & Trust Co. v. United States, 
255 U. S. 509... . But Section 26 does 
not exempt simply ‘income’; it exempts the 
bonds and the ‘income derived therefrom’. 
Analytically, income derived from mere 
ownership of the bonds is clearly different 
from income derived from dealings or 





3 Felix Frankfurter and James M. Landis, 


“The Business of the Supreme Court at Oc- 
tober Term, 1930,"" 45 Harvard Law Review 


304 (December, 1931). 
‘ Eldredge, CCH Dec. 8686, 31 BTA 111 (1934). 
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5 Central Hanover Bank & Trust Company v. 
U. S8., 36-1 ustc § 9278, 14 F. Supp. 541 (Ct. 
Cls.). 

® See ‘‘Tax Classics,"’ XXIX, TAxes—The Tax 
Magazine, May, 1950. 
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transactions in the bonds. . True, the 
Bunn case dealt only with the alleged con- 
stitutional inhibition against taxation of 
capital gains on municipal bonds and not 
with a specific statutory exemption. But 
its analysis is cognate here as indicating 
that, in absence of clear countervailing evi- 
dence, an exemption of ‘income derived’ 
from a security does not embrace ‘income 
derived’ from transactions in that security.” * 


A company purchased municipal tax liens, 
interest on which was claimed to be non- 
taxable, as a tax upon purchasers would 
restrict the power of the cities to finance the 
construction of public improvement. “It may 
be within the realm of possibility that the 
proposed tax would cast some burden upon 
the cities referred to. If it had been definitely 
known that the interest on the tax bills 
would not be subject to the Federal income 
tax, it is conceivable that such tax bills 
might have been sold to better advantage. 
However, we think such burden is too re- 
mote and speculative to justify exemption 
of the interest from Federal taxation.” * 


Similarly, an individual purchased delin- 
quent real estate tax sales certificates from 
counties and municipalities; these certificates 
were first liens on property and carried legal 
interest of ten per cent to twelve per cent 
annually. He argued that this income was 
immune, as sales of delinquent taxes are the 
speediest and most effective means of 
municipalities’ getting their money. “It is 
insisted that the sales of delinquent taxes are 
conducted for the benefit of municipalities 
and not for the benefit of the investor in 
such delinquent taxes, and that, when the 
municipality discovers a marked decline in 
revenues from such tax sales, particularly 
in times like the present, the burden is 
‘real, not imaginary; substantial, not negli- 
gible’, as was said by the court in Willcuts 
v. Bunn. . .. In our opinion the burden 
complained of in this case on the county 
or municipality is too remote and indirect 
to render the tax invalid. The taxing power 
of either government, when exercised in a 
manner admittedly necessary and proper, 
unavoidably has some effect upon the other.” ® 


The Bunn rule can hurt investors in an- 
other way. A taxpayer purchased municipal 
bonds, interest on which was in default. 
Subsequent payment of the back interest he 
sought to exclude as nontaxable income. 


7U. 8. v. Stewart, 40-2 ustc 9 9759, 311 U. S. 
60 


8 Standard Investment Company, CCH Dec. 
9687, 36 BTA 156 (1937). 

® Wiltsie v. U. 8., 3 ustc $1129, 3 F. Supp. 
743 (Ct. Cls., 1933). 
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It was held that the general rule as to de- 
linquent interest applied. “Purchase of the 
bonds in question included in the price paid 
not only the title to the securities, but the 
right to receive interest accrued and unpaid. 
As to the .. . [purchaser] the whole con- 
stituted a capital acquisition and the subse- 
quent payment of the defaulted interest was 
a return of a portion of his investment, 
regardless of the label attached by the 
payor.... The... [taxpayer’s] purchases 
of the right to receive defaulted interest and 
its collections under them constitute capital 
transactions, the gain on which is taxable 
without regard to the tax-exempt character 
of the securities. Willeuts v. Bunn... .”* 


HE DOCTRINE extends to other fields. 

A corporation leased property from the 
State of Texas and sold oil from this land. 
It was argued that the leases were instru- 
mentalities of the state, and hence the 
fruitage was immune from tax. Said Mr. 
Justice Stone: “Theoretically, any tax im- 
posed on the buyer with respect to the pur- 
chased property may have some effect on the 
price, and thus remotely and indirectly affect 
the selling government. We may assume 
that, if the property is subject to tax after 
sale, the governmental seller will generally 
receive a less favorable price than if it were 
known in advance that the property in the 
hands of later owners, or even of the buyer 
alone, could not be taxed. But the remote 
and indirect effects upon the one govern- 
ment of such a non-discriminatory tax by 
the other have never been considered ade- 
quate grounds for thus aiding the one at the 
expense of the taxing power of the other. 
See Willcuts v. Bunn... ”™ 


A state leased lands to a corporation on a 
royalty basis, the state providing that its 
royalties would constitute a permanent 
school fund. Under a trust agreement, the 
corporation assigned half of its lease to an 
affiliate. Declared Mr. Chief Justice Hughes: 
“,.immunity from nondiscriminatory taxa- 
tion sought by a private person for his 
property or gains because he is engaged in 
operations under a government contract or 
lease cannot be supported by merely theo- 
retical conceptions of interference with the 
functions of government. ... In the instant 
case, we find no ground for concluding that 
the tax upon the profits of ... [the affiliate] 
derived under its lease from the State con- 


%”R. O. Holton &€ Company, CCH Dec. 11,774, 
44 BTA 202 (1941). 

11Group No. 1 Oil Corporation v. Bass, 2 
ustc {| 704, 283 U. S. 279 (1931). 
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stituted any direct and substantial inter- 
ference with the execution of the trust which 
the State has assumed... .”” 


If leases (as opposed to property taken 
from leased premises) are sold, the result 
is the same. Citing the Bunn case, a court 
said: “A gain derived by a taxpayer through 
a sale of property or interest therein ac- 
quired from a state, whether acquired in the 
form of a lease or by purchase, does not, 
in our opinion, fall within the implied con- 
stitutional prohibition against taxation.” * 


Where a city takes over property under 
power of eminent domain, the property 
owner is subject to tax on a gain; for though 
he was entitled to payment, “such profit is 
not... exempt from taxation as a tax 
upon the obligation of the state, or any 
political subdivision thereof”; the city’s bor- 
rowing power was not impaired, said the 
court and cited the Bunn case.“ Another 
court also cited the Bunn case in deciding 
that interest on such an award also is tax- 
able, as “the tax was upon the... [tax- 
payer’s] property, namely, the interest on 
his awards, and he was in no sense an 
instrumentality of the state. The functions 
of the state were neither impaired nor 
affected by the tax, nor could any burden 
possibly be laid by it upon state instru- 
mentalities.” * 


Even where interest is tax exempt, the 


exemption stops there. Certain municipal 
improvement bonds provided, in case of de- 
fault, that there would be a percentage pen- 
alty each month. ‘“‘The exemption of interest 
on state obligations was permitted in part 
to avoid constitutional doubts with respect 
to imposing an undue burden upon the bor- 
rowing power of states. See Willcuts v. 
Bunn... . Taxation of ordinary income was 
contemplated as casting such a burden, but 
we do not think Congress had in mind the 
exemption of a penalty, imposed and desig- 
nated as such, for default in the payment of 
obligations at maturity.” * 


Interest received by a city fund is not tax 
exempt if the beneficial owner is a private 
party. New York City condemned land that 
had been devised to a life tenant, with the 
remainder to the survivors of persons named. 


12 Helvering v. Mountain Producers Corpora- 
tion, 38-1 ustc J 9153, 303 U. S. 376. 

13 Marland v. U. 8., 1933 CCH Standard Fed- 
= Tax Reports { 9389, 3 F. Supp. 611 (Ct. 

B;). 

144 Baltimore & Ohio Railroad Company v. 
Commissioner, 35-2 ustc {| 9479, 78 F. (2d) 460 
(CCA-4). 

13 United States Trust Company of New York 
v. Anderson, 3 ustc § 1125, 65 F. (2d) 575 
(CCA-2, 1933). 
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The city held the award for the benefit of 
those entitled to it when the life tenant 
died; interest on this fund was subject to 
income tax. “The imposition of these taxes 

. impaired no state function. There has 
been no direct burden laid upon any instru- 
mentality of government. Compare Willcuts . 
v. Bunn... .”™ 


ALES to a state may be productive of 

taxable income. A state-maintained hos- 
pital bought tobacco for free distribution to 
its patients, and the question arose as to 
whether the federal tobacco tax (a part of 
the price) was a prohibited burden upon the 
state. “If, in reality,” said Mr. Justice 
McReynolds, “the tax was upon the manu- 
facture of tobacco, then the effect 
upon the purchaser was indirect and im- 
posed no prohibited burden. See Willcuts v. 
Bunn.... We think that was the true nature 
of the exaction. .. .”% But an excise tax 
on a sale to a state is different. As Mr. 
Justice Van Devanter stated: “It is an 
established principle of our constitutional 
system of dual government that the instru- 
mentalities, means and operations whereby 
the United States exercises its governmental 
powers are exempt from taxation by the 
States, and that the instrumentalities, means 
and operations whereby the States exert the 
governmental powers belonging to them are 
equally exempt from taxation by the United 
States. This principle is implicit from the 
independence of the national and state gov- 
ernments within their respective spheres and 
from the provisions of the Constitution 
which look to the maintenance of the dual 
system. . . . Willcuts v. Bunn... . the sale 
of motorcycles to a state agency, such as a 
municipal corporation for use by its police 
service is not subject to taxation by the 
United States. . . . Here the tax is laid 
directly on the sale to a governmental state 
agency of an article purchased for govern- 
mental purposes.” ” 


Where Maryland gave a corporation sub- 
sidies for operating a public ferry as a link 
in the state highway system, it could not be 
argued that the subsidy income was 
exempt as an incident of a proper state 
function. “Such tax cannot be said... to 


16 District. Bond Company, CCH Dec. 13,078, 
1 TC 837 (1943). 

1 Buckley v. Commissioner, 1933 CCH Stand- 
ard Federal Tax Reports { 9456, 66 F. (2d) 
394 (CCA-2). 

1% Liggett & Myers Tobacco Company v. 
U. 8., 37-1 ustc J 9026, 299 U. S. 383. 

19 Indian Motorcycle Company v. U. 8., 2 
ustc {| 744, 283 U. S. 570 (1931). 








impair in any substantial manner taxpayer’s 
ability to discharge its obligation to the state 
or the state’s ability to procure the services 
of private individuals to aid in the under- 
taking. ... The tax here is not upon any 
contract between the state and the taxpayer.” * 


A tax immunity granted to a state applies 
only to that body, unless a claimant is able 








to show that he, too, is the state. “L’Etat 
c’est mot,’ declared Louis XIV ™"—“The 
state, it is I”’—but even that was to be dis- 
proved. In the past tense, Dr. Guillotin 
might have said of that monarch’s great- 
great-great grandson, “L’Etat, c’etait Ini 
[Louis XVI].”” 
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The rulings and the present Regulations 
111, Section 29.3797-5 state that a limited 
partnership is to be considered a partner- 
ship and that, therefore, a return can be 
made out as a partnership return and the 
amount of profit distributed to the partners. 
Notwithstanding this section of the Regu- 
lations, the government has contended that 
this limited partnership is taxable as a 
corporation. 

The Giant Auto Parts case will have far- 
reaching effects in that under the state law 
a taxpayer is permitted to be organized 
in this fashion, whereas under the Tax 
Court ruling it is taxable as a corporation. 
These are opposite views. 

The present setup of all limited partner- 
ships is, therefore, on dangerous ground 
insofar as their partnership dealings are 
concerned. It appears advisable to examine 
the limited partnerships to determine whether 
to continue to operate as partnerships. 

Harry R. BAKER 
HosokEN, NEw JERSEY 


Fools Rush In 
Sir: 

William R. Spinney, in his article on 
“A Marital-Deduction Trust Nontax-Formpla 
Will Clause,” Taxes, September, 1950, makes 
the following statement: 

“While there has been speculation among 
writers as to the desirability of a nontax- 
formula clause, none has come to the writer’s 
attention, and, possibly by the operation of 
Alexander Pope’s theory that a certain 
designated type rushes in where angels fear 
to tread, the writer has undertaken to draft 
a nontax-formula marital-deduction trust 
will clause .. ..” 

This sentence brings to mind the follow- 
ing incident: 


Some years ago I worked with an attor- 
ney on what we both thought was an ex- 
cellent tax avoidance plan. The idea, as I 
recall it, was that a resident of Great Britain 
would transfer to a United States corpora- 
tion securities in various British corporations, 
In paying the dividends, the British corpo- 
rations would withhold British income taxes. 
It was thought that the tax so withheld 
was a tax on the shareholder and therefore 
could be claimed as a credit against the 
United States income tax liability of the 
newly formed corporation. The corporation 
could avoid personal holding company tax 
liability by having its stockholder—the resi- 
dent of Great Britain—pick up the undis- 
tributed income of the corporation as a 
consent dividend. Since the consent divi- 
dend was the only income from sources 
within the United States received by the 
British resident, his federal income tax 
thereon was at relatively low rates. Since 
no actual dividend had been paid, he was 
not required to account for any income in 
Great Britain. The plan was worked out, 
and the client returned to England. 

The corporation was formed by the attor- 
ney who named it “Friwaftt.” When in- 
formed of the name, the client asked its 
meaning. The attorney cabled: “Fools Rush 
in Where Angels Fear to Tread.” The 
client cabled back: “Does this mean you 
think the plan is no good?” Several years 
later a Supreme Court decision knocked 
the plan into a cocked hat by holding that 
the British income tax withheld by the Brit- 
ish corporation was not a tax on the British 
shareholder so that the net amount of the 
dividend became subject to the United States 
corporate income tax. 


HENRY BRACH 
New York City 





2% Helvering v. Claiborne-Annapolis Ferry 
Company of Annapolis, Maryland, 38-1 vustc 
f 9029, 93 F. (2d) 875 (CCA-4). 

2°Thomas Carlyle, The French Revolution 
(Boston, Charles C. Little and James Brown, 
1938), Vol. I, p. 9. 

22 Kings are apt to have a peculiar view of 
taxation. Thus Henry VIII is caused to ob- 
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serve that ‘‘love is paid to me like taxes.”’ 
Maxwell Anderson, Anne of the Thousand Days 
(New York, William Sloane Associates, Inc., 
1949), Act I, Scene 2. It is not known whether 
the ‘‘ability to pay’’ doctrine was applied in 
that day—to taxation at least. 
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Books ... 


Don't Treat Your Legal Ills at Home 


Manual of Preventive Law. Louis M. 
Brown. Prentice-Hall, Inc., 70 Fifth Ave- 
nue, New York 11, New York. 1950. 346 
pages. $5. 

At first reading, the title of this book 
does not quite express its purpose and con- 
tents. Some are likely to take it as a very 
erudite discourse of a theoretical and phil- 
osophical approach to a very broad field 
of law. Actually, the book is practical in 
value, just as practical as books which bear 
a title similar to ““Businessmen’s Guide to 
Law,” “Law for Everybody” or “Every- 
body’s Legal Advisor.” 


When you understand that the book is 
practical in purpose, then you begin to ap- 
preciate the title selected. The author has 
chosen a number of lesson cases and grouped 
them under a factual outline, whose topics 
include: When Buying Goods, When Sell- 
ing Goods, Extending Credit, Making Pay- 
ment, Entrusting Others with Authority, 
On Becoming of Age and In Event of 
Death. He describes the lessons taught by 
these cases in such a way that the reader 
is warned before he acts in a situation likely 
to occur in these categories. 


While the author asks that some knowl- 
edge be acquired of the legal rules of the 
game of business or personal affairs to pre- 
vent entanglement with the law and courts, 
he believes that the services of a good at- 
torney are always necessary and he often 
points out the saving involved when an at- 
torney is consulted before a transaction is 
consummated. In presenting and urging 
this viewpoint, Mr. Brown shows how much 
more perspicacious he is than the authors 
of the “Treat Yourselves at Home” vol- 
umes on legal advice. 


Tax Institute 


Major Tax Problems of 1950. Proceed- 
ings of the Tax Institute, University of 
Southern California School of Law. Edited 
by Louis M. Brown. Matthew Bender & 
Company, Inc., 109 State Street, Albany, 
New York. 1950. 655 pages. $12. 


Books Articles 


.. Articles 


The author of the book reviewed 2bove 
has edited the papers presented a‘ the 
Second Annual Institute on Federal Tax- 
ation of the University of Southern Cali- 
fornia School of Law. These papers cover 
a number of practical problems which fall 
to the lot of tax men in active practice, 
such as: “Problems in Inventory Valu- 
ation,” by Russell S. Bock; “Partnership 
Distributions,” by J. P. Jackson; “Tax 
Responsibilities of an Executor,” by Carl A. 
Stutsman, Jr.; and “Selected Inheritance 
Tax Problems in California,” by Clyde C. 
Triplett—to mention only a few. The value 
of these papers stems from the fact that 
the lecturers are practical tax men in active 
practice. 


Today as Yesterday 


The Law. Frederic Bastiat. The Foun- 
dation for Economic Education, Inc., 
Irvington-on-Hudson, New York. 1950. 75 
pages. Four copies for $2; larger quantities 
at proportionally reduced prices. 


The intriguing thing about this booklet 
is that it was written 100 years ago by a 
French economist, statesman and author. 
It is a dissertation on socialism. The eco- 
nomic and political conditions in France 
100 vears ago—-France was rapidly turning 
to socialism— were the raison d’étre for Bas- 
tiat’s excellent and logical analysis of the 
despairs of socialism, and the parallel of 
our present conditions in America to those 
in France 100 years ago is the raison d’étre 
for the publication of this book by the 
Foundation for Economic Education. 


The thesis of the booklet is that the se- 
ductive lures of socialism are accepted by the 
people and put into operation by govern- 
ments because law (organized justice) is 
perverted into legalized plunder (organized 
injustice). 

The following is quoted: 


“And, in all sincerity, can anything more 
than the absence of plunder be required of 
the law? Can the law—which necessarily 
requires the use of force—rationally be used 
for anything except protecting the rights 
of everyone? I defy anyone to extend it 
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beyond this purpose without perverting it 
and, consequently, turning might against 
right. This is the most fatal and most 
illogical social perversion that can possibly 
be imagined. It must be admitted that the 
true solution—so long searched for in the 
area of social relationships—is contained in 
these simple words: Law is organized justice. 


“Now this must be said: When justice 
is organized by law—that is, by force—this 
excludes the idea of using law (force) to 
organize any human activity whatever, 
whether it be labor, charity, agriculture, 
commerce, industry, education, art, or re- 
ligion. The organizing by law of any one 
of these would inevitably destroy the es- 
sential organization—justice. For truly, how 
can we imagine force being used against 
the liberty of citizens without it also being 
used against justice, and thus acting against 
its proper purpose? 

“Here I encounter the most popular fal- 
lacy of our times. It is not considered suf- 
ficient that the law should be just; it must 
be philanthropic. Nor is it sufficient that 
the law should guarantee to every citizen 
the free and inoffensive use of his faculties 
for physical, intellectual, and moral self- 
improvement. Instead, it is demanded that 
the law should directly extend welfare, edu- 
cation, and morality throughout the nation. 


“This is the seductive lure of socialism. 
And I repeat again: These two uses. of 
the law are in direct contradiction to each 
other. We must choose between them. A 
citizen cannot at the same time be free and 
not free. ... 


“Mr. de Lamartine once wrote to me 
thusly: ‘Your doctrine is only the half of 
my program. You have stopped at liberty; 
I go on to fraternity.’ I answered him: 
‘The second half of your program will de- 
stroy the first.’ 


“In fact, it is impossible for me to sepa- 
tate the word fraternity from the word 
voluntary. I cannot possibly understand 
how fraternity can be legally enforced with- 
out liberty being legally destroyed, and thus 
justice being /egally trampled underfoot. 


“Legal plunder has two roots: One of 
them, as I have said before, is in human 
greed; the other is in false philanthropy. .. . 


“The sincerity of those who advocate 
protectionism, socialism, and communism is 
not here questioned. Any writer who would 
do that must be influenced by a political 
spirit or a political fear. It is to be pointed 
out, however, that protectionism, socialism, 
and communism are basically the same 
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plant in three different stages of its growth. 
All that can be said is that legal plunder 
is more visible in communism because it 
is complete plunder; and in protectionism 
because the plunder is limited to specific 
groups and industries. Thus it follows that, 
of the three systems, socialism is the vaguest, 
the most indecisive, and, consequently, the 
most sincere stage of development.” 


Danger in Welfare 


Compulsory Medical Care and the Welfare 
State. Melchior Palyi. The Committee for 
Constitutional Government, Inc., 205 East 
42nd Street, New York 17, New York. 1949, 
156 pages. Single copies, $2; additional copies, 
special prices depending on quantity. 

“France’s Henry IV in the 16th Century 
promised a chicken in every pot. Her bril- 
liant Colbert in the 17th century and Prussia’s 
enlightened Frederick the Great in the 18th, 
these forerunners of modern dictators, gloried 
in calling themselves the first servants of 
the nation. Their Police State used the Wel- 
fare State as its instrument, facade and justi- 
fication, as do modern dictatorships. In 
democracies the Welfare State is the begin- 
ning and the Police State the end. The two 
merge sooner or later, in all experience, and 
for obvious reasons.” 


Those reasons are the thesis of Dr. Palyi’s 
book, which is an analysis based on a special 
study of governmental medical care systems 
on the continent of Europe and in England. 
“All modern dictators,” he says, “have at 
least one thing in common. They all believe 
in Social Security, especially in coercing 
people into governmentalized medicine.” 


The author traces historically the growth 
toward bureaucratic rule. He says: “Bis- 
marck’s fundamentally significant role in 
modern history is rarely understood. His 
middle-of-the-road socialism was the con- 
necting link between the old autocrats and 
the coming totalitarians. He thought he 
could overcome Marxism by his own brand 
of state socialism—just as Fabian socialists, 
Keynesians and the New Dealers profess 
that their middle-of-the-road statism keeps 
the totalitarian wolf from the door.” 


Dr. Palyi points out that perhaps the most 
spectacular “social” aspect of Nazism was its 
emphasis on health, as part and parcel of a 
racial nationalism. This was not pure hu- 
manitarianism; power was at stake. The 
author’s list of men who have advocated 
governmentalized medical care includes Bis- 
marck, the Kaiser, Horthy, Czar Nicholas II, 
Lenin, Stalin, Pilsudski, Salazar, Mussolini, 
Franco, Hirohito, Peron, Hitler, Laval, Tito 
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and Gottwald. About the list he says: “This 
list of power dynamos—or symbols of power 
—with bleeding hearts for human suffering 
is by no means complete. . . . Some others 
are missing because they do not qualify 
technically for membership in the club of 
recognized full and semi-dictators and of 
paternalistic rulers ‘by the grace of God’ or 
otherwise, having been elected in ordinary 
democratic procedures and still exposed to 
new elections.” The author states in his 
preface: “. . . the rational man submits his 
convictions to the acid test of experience. 
The purpose is to apply the test. The reader 
may draw his own conclusions.” 

The historical and sociological coverage is 
complete, and everything is well documented. 
The book notes in passing “that the most 
effective argument for compulsory medicine 
still is: to provide for people in the low 
income brackets who cannot provide for 
themselves. But in practice, and from the 
outset, the schemes always include a ma- 
jority of members who could very well take 
care of themselves. And almost always they 
leave out a minority, especially the lowest 
income group, that still has to fall back on 
poor relief or private charity.” 


“World War II has opened a new ideolog- 
ical era. The question is not only of being 
humanitarian or of teaching people how to 
spend properly. The question is to provide 
security for all, and to do so in such a 
fashion as to equalize the hazards of life 
between rich and poor, between high-salaried 
and low-paid, between skilled and unskilled, 
etc. Equalitarian security is the new goal 
—the professed goal, anyway .... [The 
equalitarian trend] permeates politics and 
economics. It is expressed in communist and 
socialist strength. Equalitarian ideas often 
blend even with those of parties and move- 
ments of a conservative character, to say 
nothing of those of ‘fascist’ leanings. .. . 
In Britain, in particular, the outspoken 
sentiment of the masses and the political 
and administrative weapons in the hands of 
their representatives are being used to de- 
preciate the position of the professions. 
Why should any one be better off than a 
mechanic or lead a life different from his? 
... One of [equalitarianism’s] . . . most spec- 
tacular, and from the cultural point of view 
most significant, manifestations is the pres- 
sure to deflate the white-collar middle class 
and upper-middle class type of society, with 
its conventional values, its comparative 
leisure, and its cultural interests.” 

Dr. Palyi concludes: “When the state 
enters a field of private activity, that field 
turns into a battleground of organized pres- 


Books Articles 


sure groups, political and professional, pro 
and con, often diguised under ideological 
movements. The one group that is not 
suited for organization, but the one in whose 
name all others claim to speak, rarely re- 
ceives adequate representation in the litera- 
ture and even less so in the political arena. 
The Unknown Patients, lost in the scramble 
of selfish powers, are the ones whose wel- 
fare should be the sole guiding principle of 
public policy in the medical field.” 


The publishers of the book warn: “It 
must be understood that the establishment 
and extension of Welfare State concepts 
and mechanisms lead to an inevitable end. 
If implemented here, they ultimately would 
mean for America the blind confusion that 
is Europe, the tragic austerity that is Eng- 
land and the Godless despair that is Russia.” 


ARTICLES 


Estate Planning . . . A discussion as to 
the division of this task evolves from three 
separate articles grouped under one title. 
The articles have been written by specialists 
in the various professions which come into 
use in making a good estate plan. 


The work of attorney, trustman and 
underwriter is explained by men who serve 
in these capacities. Emphasis on the need 
for complete cooperation is considerable, 
but with the warning that overlapping in 
functions is to be avoided insofar as is 
possible —Otterbourg, Collings and Kellam, 
“Attorney, Trustman and Underwriter in Es- 
tate Planning,” Trusts and Estates, July, 1950. 


Opinions of Attorneys General . . . As 
a source of law in briefs and arguments, 
the opinions of state attorneys general are 
valuable as precedents in particular cases. 
A chief difficulty blocking the wider use of 
opinions is faulty provision for publication 
and distribution on the part of the states 
and, especially, failure systematically to 
index opinions to make them readily available. 


Why they are not more frequently cited is 
only one of the topics discussed in the arti- 
cle. Specific constitutional and statutory 
provisions, and attendant limitations on and 
definition of the duties of the “chief law 


officer of the state,” together with a com- 
parison and examination of the laws of the 
various states in this direction, round out 
the analysis.—Toepfer, “Some Legal Aspects 
of the Duty of the Attorney General to 
Advise,” University of Cincinnati Law Re- 
view, March, 1950. 
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Tax Equalization . . . Some cities im- 
pose flat-rate license taxes on merchants. 
The pattern is quite usual in practice. 


There would seem to be great inequity 
when the small retailer pays as big a tax 
as the man whose volume of business may 
be many times as large. A clothing mer- 
chant having a $40,000 annual turnover 
might pay the same tax as another clothing 
merchant having a gross annual turnover 
of $4 million. 


Gross-receipts, gross-profits and net-in- 
come plans are offered as alternatives. 
Accompanying tables and an appendix, based 
on data pertaining to Kentucky, have been 
constructed to illustrate the authors’ conten- 
tions.—Martin and Evins, “Devising a Rate 
Structure for the City Business Tax,” Na- 
tional Tax Journal, March, 1950. 


Family Partnerships and Tax Conse- 
quences . . What has the revisitation 
of the Supreme Court to the Tower and 
Lusthaus cases in Culbertson profited the 
taxpayer? What is the present approach 
in family-partnership situations ? 


A member of the Georgia bar notes that 
the atmosphere surrounding gift capital has 
been cleared and that the post-Culbertson 
decisions by the Tax Court have been de- 
cidedly liberal. He states that although the 
“recognition of general law as the control- 
ling factor in a tax matter is no doubt a 
bitter pill to some students of taxation .. . 
the wedding of these factions has been skill- 
fully accomplished by the Supreme Court,” 
and that a more plausible answer than 
legislation is thus provided—Martin, “The 
Tax Consequences of Family Partnerships,” 
Mercer Law Review, Spring, 1950. 


Real Truth About Suits to Restrain Tax 
. . . The “mythical existence of the statu- 
tory prohibition” against such suits is dis- 
cussed by the author. The 1867 act which 
stated: “No suit to restrain the assessment 
or collection of a tax shall be maintained 
in any court,” seemed to imply the policy 
of “pay first and fight later.” 

Explained in the article is the “e. e. c.” 
fest which, as the courts became less con- 
scious of the “pay first and fight fater” 
policy, became very broad as to limits. 
“E. e. c.” has developed into a catch-all 
phrase used by the courts in granting in- 
junctive relief where application of the 
prohibition “section” would cause grave injus- 
tice, according to the writer, an instructor 
of law in the University of Detroit School 
of Law.—Franchino, “The Mythical -Exist- 
ence of the Statutory Prohibition Against 
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Suits to Restrain a Tax,” University of De- 
trott Law Journal, March, 1950. 


Charitable Foundations . . . This favor- 
ite form of charitable motivation is described 
as “contrary to the fundamental policy of 
our federal tax system.” According to the 
author, the Code needs to be strengthened 
against family control of foundations.— 
Latcham, “Private Charitable Foundations: 
Some Tax and Policy Implications,” Univer- 
sity of Pennsylvania Law Review, April, 1950. 


Patents, Copyrights, etc. . . . Income 
tax aspects of copyrights, patents, trade- 
names and trademarks are analyzed in an 
article by a member of the Legislative 
Drafting Committee of the Taxation Section 
of the American Bar Association. He cites 
outstanding cases where new practices and 
new meihods of effecting transactions have 
been brought about in the literary, motion 
picture, theatrical, radio and television mar- 
kets.—Fincke, “An Analysis of the Income 
Aspects of Patents, Copyrights, and Their 
Analogues,” Tax Law Review, March, 1950. 


Iron Ore . . . A member of the Min- 
nesota bar discusses iron ore for tax-valua- 
tion purposes. He assails present methods 
of mineral taxation as weakening the com- 
petitive position of undeveloped low-grade 
ores by heavy depression property taxes, as 
well as uncertainty of rates and administration. 


This author states: “If neither a single 
current output tax nor a detailed mineral 
property valuation act can be adopted, then 
questions of valuation and assessment should 
be placed under effective judicial super- 
vision.” He recommends a simple three- 
step complaint procedure, with one local 
assessing agency establishing valuations, 
and providing for appeal to the commissioner 
of taxation and board of tax appeals in one 
hearing, followed by action in the same dis- 
trict court which would normally hear the 
objections to the real property tax under 
Minnesota statute, with ultimate resort to the 
state supreme court if an important question 
of law, or of law and fact, is raised in the 
district court.—Roberts, “Tax Valuation of 
Minnesota Iron Ore,” Minnesota Law Re- 
view, April, 1950. 


Trust Mortgages . . . The author sets 
forth the one advantage of this particular 
device, but lists three distinct disadvantages 
which would seem to cancel out that ad- 
vantage.—Everberg, “What Is This Thing 
Called Trust Mortgage?” Commercial Law 
Journal, April, 1950. 
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AMORTIZATION OF EMERGENCY FACILITIES 
—Continued from page 1028 


chinery, or equipment, or any part thereof, 
the construction, reconstruction, erection, 
installation or acquisition of which was com- 
pleted after December 31, 1949, and with 
respect to which a certificate ... has been 
made.” The definition indicates that land, 
buildings and machinery which are sepa- 
rately enumerated are probably separate 
facilities. It also indicates that work per- 
formed, such as reconstruction or installa- 
tion, may be a facility separate from the 
asset itself. Thus, the purchase of ma- 
chinery and its installation may be two 
distinct facilities within the meaning of the 
statute.” 


Most taxpayers adopted the view that each 
depreciable asset constitutes a facility. 
While this theory does not entirely square 
with the statutory definition, it seems to be 
the most logical approach, since amortiza- 
tion is intended as a substitute for deprecia- 
tion. It is certainly the most convenient 
for record-keeping purposes. Under this 
approach, for example, the purchase and 
installation cost of a machine (and perhaps 
also the cost of constructing foundations) 
would be treated as a single facility, since 
they are normally combined for depreciation 
purposes. 


If the analogy to depreciation is accepted, 
it does not necessarily follow that every 
depreciable asset must be described in the 
necessity certificate. On projects of any 
size, certificates are normally issued before 
or during construction when complete 
identification of the facilities is a virtual 
impossibility. The prior practice was to fur- 
nish supplemental- detail, as soon as com- 
plete data became available, which was 
transmitted to the Treasury Department as 
a supplement to the certificate. Even in the 
absence of such data, however, the taxpayer 
should be permitted reasonable latitude both 
in description and enumeration. If the tax- 
payer clearly describes the project and its 
major components, the identification should 
be adequate, provided the facilities actually 
installed can subsequently be related to the 
certificate through authorization numbers, 
asset numbers or other accounting data. It 
is also generally agreed that minor varia- 
tions in actual costs from the costs estimated 


* Compare American Twist Drill Company, 
CCH Dec. 16,542, 11 TC 200 (1948), holding that 
“construction’’ and ‘‘installation’’ are insepara- 
ble with respect to machinery assembled by the 
taxpayer. 


Amortization of Emergency Facilities 


in the certificate are immaterial. The prin- 
cipal hazard involved in variations, either 
in description or costs, is that they may 
indicate substantial changes in or additions 
to the program after certification. The 
statute expressly requires that any expendi- 
ture attributable to a facility after certifica- 
tion shall not be added to the amortization 
basis but shall be certified as a separate 
facility.” 

Other troublesome phrases in the statute 
are the “beginning of construction,” the 
“date of acquisition” and the “date of com- 
pletion.” Where the taxpayer was building 
machinery for its own use, the “beginning 
of construction” was held to be the date 
upon which the major components were 
physically assembled.* A more difficult 
situation, perhaps, is the case of the con- 
struction of a building. The “beginning” 
of such construction might be the date of 
drawing plans and specifications, awarding 
the construction contract, clearing the site, 
excavating for the foundations or erecting 
steel. Paper work in advance of physical 
operations never has been regarded seriously 
as the beginning of construction. Whether 
operations on the site or foundation work 
will be so regarded may depend on the 
taxpayer’s depreciation practice. Since the 
taxpayer usually depreciates these expendi- 
tures with the building cost, it is quite likely 
that the date when they were commenced 
will be treated as the beginning of the 
building. : 

In order to fix the starting point for the 
amortization deduction, the taxpayer must’ 
also ascertain the date when the facility was 
“completed or acquired.” In general, “com- 
pletion” involves two possibilities—the date 
of physical completion or the date of begin- 
ning operations with the facility. In the 
normal case, where physical completion and 
operation are reasonably close together, the 
taxpayer probably can select either date if 
he follows it consistently.“ However, if the 
facility is not used for a long period after 
physical completion, the latter should be 
controlling. A taxpayer who completed or 
acquired a building in 1949 should not be able 
to claim amortization by putting the building 
into service after enactment of the new law. 


“1 Code Section 124A (e) (2). 
42 American Twist Drill Company, footnote 40. 
There are unpublished rulings to this effect. 
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The date of “acquisition” of a facility pre- 
sents some special problems, because of the 
additional factor of passage of title from a 
prior owner. An “acquisition” might occur 
on (a) the date on which a firm order or 
binding contract was executed, (b) the date 
when title passed to the purchaser, (c) the 
date of physical receipt or (d) the date of 
actual use or operation. 

Under the prior law, the execution of an 
order or a contract was not considered an 
acquisition, nor did the Treasury Depart- 
ment insist upon technical refinements of 
the law of sales, such as the passage of title 
upon delivery to the carrier, etc. Under a 
practical administration of the law, in line 
with depreciation practice, the same test 
was used for acquisition as for completion, 
that is, the date of beginning operation with 
the facility—again assuming that there was 
no unreasonable time lag between receipt 
and actual use. It should be noted in this 
connection that acquisitions of steel, lumber 
and like materials accumulated in inventory 
for construction purposes would not ordi- 
narily be considered “facilities,” since they 
are not depreciated until charged to con- 
struction.“ Their cost is amortizable upon 
the completion of the construction. 

The acquisition date of land is also difficult 
to determine. In this connection, the law as 
to when a “sale” occurs for tax purposes 
is probably pertinent.” The date of acquisi- 
tion would not appear to be earlier than 
payment of the purchase money, since the 
taxpayer has no investment in the property 
prior to that date. If the taxpayer pays part 
of the purchase money and takes possession, 
acquisition probably occurs despite the 
seller’s retention of a security title. If pay- 
ment precedes both title and possession, a 
more difficult question is presented. Prob- 
ably the taxpayer has not acquired property 
unless he has at least the right to immediate 
possession. 

After identifying the facility and deter- 
mining the starting date for amortization, 
there remains the question of the proper 
basis. Normally, of course, the amortization 
basis is the same as the basis otherwise 
determined, that is, the basis prescribed in 
Section 113 (a) of the Code with the ad- 


justments prescribed in Section 113 (b), 
However, Section 124A (e) (1) further limits 
the basis to the amount “properly attrib- 
utable to such construction, reconstruction, 
erection, installation, or acquisition after 
December 31, 1949, as the Certifying Au- 
thority . . . has certified as necessary in the 
interest of national defense during the emer- 
gency period, and only such portion of such 
amount as such authority has certified as 
attributable to defense purposes.” Thus, if 
construction began before December 31, 
1949, and ended after that date, only the part 
of the cost which is attributable to construc- 
tion after that date is subject to certification, 
Furthermore, the certifying authority may 
certify that only a specified percentage of 
the cost incurred after the basic date is 
necessary for national defense—for example, 
where the taxpayer constructs an unneces- 
sarily expensive building or where the 
facility will be used only part time for 
defense purposes. 

The proper method of allocation of costs 
before and after the basic date was never 
conclusively determined under the old law.* 
The phrasing of the section suggests that 
the distribution should be made on an en- 
gineering basis with regard to the physical 
construction actually occurring after the 
basic date. Since this is usually imprac- 
ticable, most taxpayers distributed costs be- 
fore and after the basic date on the basis 
of costs accumulated on the books or on 
work orders kept while construction was in 
progress. This practice was not challenged 
by the Treasury Department.“ Another pos- 
sibility is a distribution on the basis of 
actual expenditures, although this method un- 
duly favors the taxpayer if payments are not 
made promptly after performance of the work. 

Wherever a portion of the basis is ex- 
cluded from certification, the excess is sub- 
ject to normal depreciation.* The regular 
adjustments to basis prescribed in Section 
113 (b) must be made and allocated between 
the depreciable base and the amortizable 
base where both deductions are applicable. 
An adjustment for normal depreciation must 
also be made for any period prior to the 
election of amortization.” [The End] 





“Compare American Twist Drill Company, 
footnote 40. 

4 Lucas v. North Texas Lumber Company, 2 
ustc § 484, 281 U. S. 11 (1930); Bourne v. Com- 
missioner, 3 ustc § 1035, 62 F. (2d) 648 (CCA-4, 
1933); Doyle v. Commissioner, 40-1 ustc { 9287, 
110 F. (2d) 157 (CCA-2); Commissioner v. 
Segall, 40-2 ustc { 9676, 114 F. (2d) 706 (CCA-6) ; 
Frost Lumber Industries v. U. S., 42-2 ustc 


1108 


| 9527, 128 F. (2d) 693 (CCA-5); U. S. v. Evers- 
man, 43-1 ustc J 9284, 133 F. (2d) 261 (CCA-6). 

#® See Regulations 111, Section 29.124-6. 

47 Compare Mim. 5957, 1945 CB 181, 185, which 
approves a similar practice with respect to 
the ending date of amortization on September 
29, 1945, under the prior law. 

48 Footnote 14. 

* Regulations 111, Section 29.124-6, examples 
(1) and (2). 
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Canadian Tax Letter 


Provincial Corporation 
Income Tax 


Under the terms of the Dominion-Provin- 
cial Agreement of 1947, which was signed 
by all of the Canadian provinces except 
Ontario and Quebec, the signing provinces 
agreed to suspend the levy of corporation 
taxes for the period from January 1, 1947, 
to December 31, 1951, except for a tax to 
be levied under a provincial corporation in- 
come tax act. This act was drafted by the 
Dominion along the lines of the Dominion 
Income Tax Act and was subsequently passed 
by each of the agreeing provinces. The tax is 
collected by the Dominion and the amounts 
thus received are then remitted to the provin- 
cial governments involved. Newfoundland, 
which recently joined the Confederation to 
become the tenth Canadian province, also 
accepts this agreement. 


With minor exceptions applicable to in- 
dividual provinces, the current law provides: 


(1) Every corporation maintaining a perma- 
nent .establishment in the province of British 
Columbia, Alberta, Saskatchewan, Manitoba, 
New Brunswick or Nova Scotia, or in Prince 
Edward Island during any fiscal year end- 
ing in 1947 to 1951, inclusive, or in New- 
foundland, 1949 to 1951, inclusive, or in the 
Yukon Territory, 1948 to 1951, inclusive, is 
subject to the tax on ‘its taxable income 
attributable to its operations in the province 
or provinces for such fiscal year. 


(2) A corporation is subject to tax in a 
province if it has a permanent establishment 
in such province. Where a corporation has 
permanent establishments in more than one 
province or permanent establishments both 
inside and outside of Canada and maintains 
an accounting system which reveals the 
operations of each permanent establishment, 
the distribution of income shown thereby 
will receive consideration as a base for the 
calculation of provincial income tax. Where 
a corporation does not maintain separate 
accounts for its permanent establishments 
or where the accounts for its permanent es- 
tablishments cannot be suitably adjusted to 
reflect their operations on an independent 
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ownership basis or in any case where the 
Deputy Minister of National Revenue for 
Taxation and the corporation so agree, the 
income of the corporation will be allocated 
to each province concerned in the ratio that 
is equal to the average of the ratio of the 
gross revenue of the permanent establish- 
ment in the respective province to the total 
gross revenue of the corporation and in the 
ratio of the salaries and wages paid by the 
corporation to the personnel of the perma- 
nent establishment in the respective province 
to the total salaries and wages paid by the 
corporation. 


(3) Certain bonds and other securities of 
the provinces of Alberta, Saskatchewan, 
Manitoba and New Brunswick have been 
issued with the condition that the income 
therefrom will not be liable to tax by the 
respective provinces. Although such exemp- 
tion from tax is not provided for in the 
provincial corporation income tax acts, such 
income is not liable to tax thereunder by 
virtue of the condition mentioned above, 
when it is deemed to be income attributable 
to operations in the province that issued the 
bonds or other securities producing the in- 
come. In cases where income from pro- 
vincial bonds or other securities is deemed 
to be income attributable to operations in 
a province other than the province that 
issued such bonds or other securities, the 
exemption ceases and that part of such in- 
come so allocated becomes subject to tax. 


(4) The tax rate is five per cent of the 
corporation’s taxable income attributable to 
operations in the province. 


(5) The tax must be paid in installments, 
on or before the last day of each month of 
the twelve-month period ending six months 
after the close of the corporation’s fiscal 


year, according to a set schedule. Returns 
are due within six months after the close 
of the fiscal year. Tax payments and re- 
turns must be forwarded to the same district 
income tax office to which corporations 
forward their payments and returns under 
the Dominion Income and Excess Profits 
Tax Acts. a 
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Administrative ... 





Federal Taxes 
INCOME 


Manufacturers’ agents: Deductions for 
commissions.—Facts: The taxpayer em- 
ployed a manufacturer’s representative to 
aid it in securing government contracts. 
The representative fulfilled its duties and 
many others after the contracts were se- 
cured. The argument arose over the de- 
duction as ordinary and necessary business 
expenses by the taxpayer of the commis- 
sions paid to its representatives. 


Decision: The commissions were ordinary 
and necessary business expenses. They con- 
stituted reasonable compensation for the 
service performed within the meaning of 
Code Section 23(a).—Aetna-Standard Engi- 
neering Company, CCH Dec. 17,847 (15 TC 
—, No. 42). 


Business expenses: Management-counsel 
fee.—Facts: The taxpayer, a corporation 
president paid on a commission basis, em- 
ployed an individual as a management coun- 
selor to aid him in performing a part of his 
corporate duties with which he was un- 
familiar, The counselor’s fee was paid by 
the corporation but was charged against 
and paid out of the taxpayer’s personal ac- 
count. The taxpayer thought that this fee 
should be deductible by him as a busi- 
ness expense. 


Decision: The fee is deemed to be reason- 
able and deductible by the taxpayer as a 
business expense. Even though the corpo- 
ration benefited by the employment of the 
counselor through increased sales and the 
taxpayer’s commissions were also favorably 
affected thereby, these facts are not rele- 
vant. The expenses incurred by a man 
working on a commission basis who hires 
another to increase sales and thus increase 
his employer’s commissions are ordinary 
and necessary in connection with trade or 
business and deductible—Thompson, CCH 
Dec. 17,819(M) (9 TCM 694). 
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Loss of rings: Casualty-loss deduction.— 
Facts: Diamond rings wrapped in cleansing 
tissue together with other soiled tissue were 
accidentally thrown into the sewage system 
of a hotel. Efforts to retrieve the rings by 
a search of the system yielded nothing. The 
taxpayer contended that a loss deduction 
should be allowed under Code Section 23 
(e)(3), because the loss came within the 
meaning of the phrase “other casualty.” 


Decision: The loss was not deductible, 
since it was not of the same kind as would 
be caused by fire, storm or shipwreck. 
There was no intervention of any sudden 
destructive force—Kézenan, Jr., et al. vw. 
Bowers, 50-2 ustc J 9444 (DC S. C.). 


Determination of income where books in- 
adequate.—Facts: When a physical inven- 
tory of assets was taken upon the dissolution 
of the partnership of the taxpayers, they 
found that the partnership returns which 
they had filed were inaccurate in that.they 
had failed to disclose all of the earnings of 
the partnership, The errors were caused 
by inadequate business records and an ig- 
norance of accounting methods. A firm of 
accountants was called in, and they filed 
corrected returns for the taxpayers, basing 
their calculations on a percentage markup 
of the cost of goods sold. The taxpayers 
subsequently paid all the taxes, interest and 
penalties shown to be due on the corrected 
returns. The Commissioner disagreed with 
the results obtained by the accounting firm 
and made his own appraisal, using as a 
basis the bank-deposit method. The tax- 
payers contended that he did not use the 
correct method to determine their liability. 


Decision: The Commissioner erred in de- 
termining the partnership net income on the 
basis of the bank-deposit method. The tax- 
payers’ method of reconstructing their in- 
come by the use of a percentage markup of 
cost of goods sold was deemed to be correct 
except for necessary adjustments to income 
to reflect the receipt of interest—Bomholt, 
CCH Dee. 17,850(M) (9 TCM 754). 
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Activities constituting trust a business as- 
sociation.—Facis: A railway carrier created 
an inter-vivos trust to effect a separation 
between it and its holdings of natural re- 
sources. The carrier controlled these re- 
sources by means of its position in connection 
with several interrelated corporations en- 
gaged in the business of owning mineral 
lands. The trust carried out its duties by 
centralizing control over these corporations, 
issuing certificates corresponding to shares 
of stock, appointing a corporation registrar 
and transfer agent and, in general, directing 
and setting the policies of the interrelated 
corporations. Do these activities constitute 
the trust a business association ? 


‘Decision: Acting in this capacity, the trust 
assumed the characteristics of a business 
association and, as such, its income is tax- 
able as that of a corporation.—Reynolds et al. 
v. Hill et al., 50-2 ustc J 9439 (CA-8). 


Long-term capital loss: Worthless securi- 
ties—Facts: The petitioner purchased shares 
in a company organized to develop pecan 
groves, Sixteen years later he learned from 
the president of the company that the 
charter of the company had béen revoked in 
that year, that it had been dissolved and 
that it had no assets. The issue for decision 
is whether the stock became worthless in 
that year and thus gave rise to a long-term 
capital loss. 


Decision: A long-term capital loss was 
sustained by the petitioner in the year when 
the charter of the corporation was revoked 
and the corporation had no assets.—Harmon, 


CCH Dec. 17,826(M) (9 TCM 717). 


Fraud penalty: Burden of proof.—Facis: 
Nonreported sales of clothing which it had 
manufactured were made by the taxpayer. 
These sales were not reported, because they 
were regarded by the taxpayer as exchanges 
rather than sales. An effort was being made 
to trade goods which it did not need but 
had been able to obtain for other goods it 
needed but could not get. The Commis- 
sioner wanted to impose fraud penalties on 
these unreported sales. 


Decision: Although such offsetting of 
sales and purchases is not permitted under 
the Code and the taxpayer’s sales should be 
increased and although the Commissioner 
was able to show that sales and purchases 
made by the taxpayer were not accounted 
for on its books or reflected in its returns, 
he failed to show that the unrecorded trans- 
actions in some way evaded tax. Therefore, 
the fraud penalty cannot be imposed.— 
H. J, Feinberg and Company, Inc., CCH Dec. 
17,852(M) (9 TCM 776). 


Interpretations 


ESTATE 


Exercise of option under pension plan.— 
Facts: The decedent exercised an option 
under a pension plan to retire prior to the 
date prescribed therefor in the plan. By 
doing this, he reduced the amount of the 
annuity payable to him and provided for 
one for his widow. The option was exer- 
cised before his employer had completed his 
payments under the plan. It was provided 
in the plan that the employer might request 
the insurance company carrying the plan 
at any time to start decedent’s annuity pay- 
ments prior to the normal retirement date. 
Soon after the decedent exercised the option, 
his employer made the designated request 
and paid up the policy. Decedent was then 
retired and annuity payments to him were 
started. He died five months later and, 
since that date, his widow has received the 
annuity payments provided for in the option. 
The question for decision was whether the 
value of the annuity paid to his widow 
should be included in his estate. 


Decision: At the time the decedent exer- 
cised the option, he had no right to annuity 
payments which, within the meaning of 
Code Section 811(c), he could transfer to 
another. Although he exercised an option 
in the policy, he had no assurance that he 
would receivé and no contractual right to 
any sums other than to the contributions 
he had made under the policy. The pay- 
ments made to him and his widow were 
made only because the plan permitted the 
employer to request the making of payments 
before the normal retirement date. He had 
to depend on his employer’s acquiescence 
to his request. Ordinarily, to collect his 
annuity, the plan called for him to be living 
and in the employ of his employer at the 
retirement date. Therefore, the value of the 
annuity paid to his widow is not includible 
in his estate—Estate of M. Hadden Howell, 
CCH Dec. 17,834 (15 TC —, No. 34). 


Discharge of legal obligations.—Facts: 
Decedent created two identical trusts for his 
two minor sons. Under the terms of the 
trusts, the decedent, as sole trustee, had the 
power until each beneficiary reached the age 
of twenty-five years to (a) pay the income 
to the beneficiaries, (b) pay the income to 
the legal guardian or (c) expend the income 
for the education and maintenance of the 
beneficiaries while minors, At the time of 
the decedent’s death, one of the sons was 
over twenty-one. The question concerned 
the amount of the corpus of the trusts which 
was to be included in the decedent's taxable 
estate. 
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Decision: Since the payment of the in- 
come to the older son was not a discharge 
of the decedent’s legal obligations, after the 
son reached majority, the corpus of that 
trust is not includible in the decedent’s tax- 
able estate. However, in the case of the 
younger son, who was still a minor, it was 
a discharge of the decedent’s legal obliga- 
tion, and the corpus of the trust for the 
younger son’s benefit was properly includi- 
ble in decedent’s taxable estate —Townsend, 
50-2 ustc § 10,780 (DC Ark.). 


ADMISSIONS 


Charges for privilege of riding on amuse- 
ment devices.—Facts: The grounds of an 
amusement park were open to the public 
without charge. The only charges made 
were for the privilege of riding upon the 
various devices provided by the taxpayers 
and for food and drink. Must the admis- 
sions tax be added to the price charged for 
the tickets purchased? 


Decision: The charges assessed by the 
taxpayers are not admissions charges to a 
“place” within the meaning of Code Section 
1700(a) and thus the levying of the admis- 
sions tax is not required. The charges were 
made for the privilege of riding upon the 
devices furnished by the taxpayers.—Fritz 
et al. v. Jarecki, 50-2 ustc J 9440 (DC IIl1.). 


State Taxes 
SALES 


California deficiency determination: Au- 
dit of books and records.—Facts: The 
Board of Equalization determined a defi- 
ciency in tax by an audit of the taxpayer’s 
business. This business consisted mainly 
of the sale of liquor, although some sales 
of cigarettes, candy and food were made. 
The amount of sales shown on the taxpay- 
er’s books was disregarded. The board first 
determined the quantity of stock purchased 
and disposed of by the appellant for his 
business. After this was done, in the case of 
the main item of business, the sale of bever- 
ages, a computation was made of the number 
of individual drinks which the total quan- 
tity of the inventory would yield, less a 
tolerance for spillage. To the aggregate 
thus obtained were applied the prices 
charged by the taxpayer for the drinks. In 
this manner, a markup or percentage of 
increase of selling price over cost was cal- 
culated. The taxpayer contended that in assess- 





——.  —Fyg 


ing the additional tax, his books of account 
were disregarded and that a formula based 
upon a markup arbitrarily applied was used. 

Decision: The board did not exceed its 
authority in the manner in which it con- 
ducted the audit and determined the 
deficiency. The California law clearly con- 
templates an examination in which original 
records may be audited and analyzed. There 
is no requirement that such audit be re- 
stricted to pointing out falsifications, errors 
or omissions in the books of account them- 
selves, Furthermore, there was nothing in- 
herently incorrect in the manner in which 
the audit was conducted. It was predicated 
upon facts and figures obtained from the 
taxpayer’s own records and from informa- 
tion as to the manner in which his business 
was conducted. No preadopted percentage of 
proceeds over costs was applied, and those por- 
tions of the audit which.were of necessity 
dependent upon estimate were, if not correct, 
subject to be controverted by the taxpayer.— 
Maganini v. Quinn et al., CCH CALtIrornia 
TAx Reports {J 200-100 (DC App.). 


ESTATE 


Payment of loan from Pennsylvania insur- 
ance proceeds.—Facts: Insurance policies 
were used as security for money borrowed 
by the decedent. The premiums on these 
policies were paid by him and his wife was 
named as beneficiary. Upon his death, the 
insurance company paid the loan out of the 
insurance proceeds, The issue concerned the 
allowability of the loan as a deduction for 
tax purposes. 


Decision: Even though the debt was not 
liquidated from estate assets but from a 
nontaxable source, the loan was a proper 
deduction for inheritance tax purposes.— 
Estate of Christian E. Drehmann, CCH In- 
HERITANCE EsTATE AND Girt TAx REPORTS 
{ 17,246 (Orphans’ Ct., Montgomery Couniy). 


Apportionment of New York tax.—Facts: 
The will in question did not contain a clear 
and unambiguous stipulation against the ap- 
portionment of taxes. Does the apportion- 
ment formula contained in the Decedent 
Estate Law apply? 


Decision: Under such a state of facts, the 
provisions of Section 124 of the Decedent 
Estate Law will prevail, and the taxes must 
be allocated pursuant to its terms.—Estate 
of Albert Pepper, CCH INHERITANCE ESTATE 
ANpD Girt TAx Reports § 17,253 (Surrogate’s 
Ct., New York County). 
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State Tax Calendar 


e e If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ ® 


ALABAMA 


December 1 
Automobile dealer reports due. 


December 10—— 

Alcoholic beverage reports and tax of 
public service licensees due. 

Alcoholic beverage reports of wholesalers 
and distributors due. 

Automobile dealer reports due. 

Tobacco stamp and use tax reports and 
payment due. 

Tobacco wholesaler and jobber reports 
due. 


December 15—— 

Gasoline reports from carriers, ware- 
housers and transporters due. 

Income tax. fourth installment due. 

Lubricating oils reports from carriers, 
warehousers and transporters due. 

Motor carrier mileage tax reports and 
payment due. 

Oil and gas conservation tax reports and 
payment due. 

Oil and gas production tax reports and 
payment due. 


December 20—— 

Automobile dealer reports due. 

Coal and iron-ore mining tax reports and 
payment due. 

Diesel fuel tax reports and payment due. 

Gasoline tax reports and payment due. 

Lubricating oils tax reports and payment 
due. 

Motor fuel tax reports and payment due. 

Sales tax reports and payment due. 


December 31 
Property tax reports and payment due 
(last day). 


ARIZONA 


December 5—— 
Alcoholic beverage licensee reports due. 


December 10—— 
Malt, vinous and spirituous liquor whole- 
saler tax reports and payment due. 


State Tax Calendar 


December 15—— 
Gross income tax reports and payment 
due. 


December 18—— 
Express company tax due (last day). 
Private car company tax due (last day). 


December 20—— 
Motor carrier tax reports and payment 
due. 
Use fuel tax reports and payment due. 


December 25—— 
Motor vehicle fuel distributor, wholesaler 
and carrier tax reports and payment 
due. 


ARKANSAS 
December 10—— 
Alcoholic beverage reports due. 
Motor fuel carrier reports due. 
Natural resources statements of purchases 
due. 


December 15—— 
Compensating (use) tax reports and pay- 
ment due. 


December 20—— 
Gross receipts tax reports and payment 
due. 
Use fuel tax reports and payment due. 


December 25—— 
Motor fuel tax reports and payment due. 
Natural resources severance tax reports 
and payment due. 


CALIFORNIA 


December 1 
Distilled spirits tax reports and payment 
from common carriers due. 
Gasoline tax reports and payment due. 


December 5—— 
Personal property tax on property secured 
by real estate due (last day). 
Private car tax due. 
Real property tax semiannual installment 
due. 
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December 15—— 

Alcoholic beverage import reports from 
common carriers due. 

Beer and wine tax reports and payment 
due. 


Distilled spirits tax reports and payment 


due. 
Personal income tax third installment due. 
Use fuel tax reports and payment due. 


December 20-—— 
Gross receipts tax reports and payment 
from motor carriers due. 


COLORADO 


December 5—— 


‘Alcoholic beverage manufacturer reports 
due. 
Motor carrier tax due. 


December 10—— 
Motor carrier reports due. 


December 14— 
Sales tax reports and payment due. 
Use tax reports and payment due. | 


December 15—— 
Coal mine owner reports due. 
Coal tonnage reports due. 
Income tax fourth installment due. 


December 25—— 
Diesel fuel tax reports and payment due. 
Gasoline tax reports and payment due. 


December 31—— 
Motor vehicle registration fee due. 


CONNECTICUT 
December 15—— 


Gasoline use tax reports and payment due. 


December 20—— , 
Alcoholic beverage tax reports and pay- 
ment due. 


December 25—— 
Gasoline tax reports and payment due. 


December 31 
Air carrier annual reports due. 





DELAWARE 


December 15—— 
Alcoholic beverage reports from manu- 
facturers and importers due. 
Gasoline reports from filling stations due. 


December 30-—— 
Gasoline tax reports and payment from 
distributors and reports from carriers 
due. 
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DISTRICT OF COLUMBIA 


December 10—— 
Alcoholic beverage, licensed manufacturer, 
wholesaler and retailer reports due. 
Beer licensed manufacturer and whole- 
saler reports due. 


December 15—— 
Beer tax due. 


December 20—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 


December 25—— 
Gasoline tax reports and payment due. 


FLORIDA 





December 1 
Auto transportation company tax reports 
and payment due. 


December 10—— 
Alcoholic beverage manufacturer and dealer 
tax reports and payment due. 


December 15—— 
Alcoholic beverage reports from trans- 
porters and Carriers due. 
Gasoline tax reports and payment from 
nondistributors and carriers due. 
Motor vehicle fuel use tax reports and 
payment due. 


December 20—— 
Admissions tax reports and payment due. 
Rental tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


December 25—— 
Gasoline sales tax and storage tax reports 
and payment due. 
Oil and gas production tax reports and 
payment due. 


GEORGIA 


December 10—— 
Cigar and cigarette wholesale dealer re- 
ports due. 
Distilled spirits wholesale dealer reports 
due. 
Motor carrier reports due. 


December 15—— 
Malt beverage tax reports due. 


December 20—— 
Bank share tax delinquent. 
Gasoline tax reports and payment due. 
Intangible personal property tax delinquent. 
Property tax delinquent. 


December 31—— 
Chain store and mail order house tax due. 
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IDAHO 


December 15—— 
Beer dealer, brewer and wholesaler re- 
ports due. 
Cigarette wholesaler drop shipment re- 
ports due. 
Electric power company tax reports and 
payment due. 
Gasoline tax reports and payment due. 


December 20—— 





Property tax semiannual installment 
delinquent. 
December 25 
Gasoline dealer tax reports and payment 
due. 


Use fuel tax reports and payment due. 


December 26—— 
Personal property tax due. 


ILLINOIS 


December 10—— 
Motor carrier mileage tax reports and 
payment due. 


December 15—— 
Alcoholic beverage reports due. 
Cigarette reports due. 
Public utility tax reports and payment 
due. 
Sales tax reports and payment due. 


December 20-—— 
Gasoline tax reports and payment due. 


December 30-—— 
Gasoline reports from transporters due. 


INDIANA 


December 1 
Alcoholic vinous beverage tax due. 


December 10—— 
Cigarette distributor interstate business 
reports due. 


December 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributor drop shipment re- 
ports due. 
Use fuel tax reports and payment due. 


December 20—— 

Intangibles reports from banks and trust 
companies due. 

Intangibles tax reports and payment from 
building and loan and production credit 
associations due. 

Share tax reports and payment from banks 
and trust companies due. 


December 25—— 
' Gasoline tax reports and payment from 
distributors and carriers due. 
Use fuel tax reports and payment from 
fuel dealers due. 


State Tax Calendar 





IOWA 


December 10—— 


from 


Beer tax reports and payment 
Class “A” permittees due. 

Gasoline tax reports and payment from 
carriers due. 


December 20—— 


Gasoline tax reports and payment due. 

December 31 

Pipeline company inspection fee due (last 
day). 





KANSAS 


December 10—— 
Malt beverage reports due. 


December 15—— 

Alcoholic liquor manufacturer and dis- 
tributor reports due. 

Compensating tax reports and payment 
due. 

Gasoline and fuel use reports from car- 
riers due. 

Gross ton mileage tax reports and pay- 
ment from motor carriers due. 


December 20—— 
Alcoholic liquor retailer reports and pay- 
ment due. 
Bank share tax first installment due. 
Property tax first installment due. 
Sales tax reports and payment duc. 
Use fuel tax reports and payment due. 


December 25—— 
Gasoline tax reports and payment due. 


December 31 
Express company tax due (last day). 





KENTUCKY 


December 10—— 
Distilled liquor blender and rectifier tax 
due. 


December 15—— 
Alcoholic beverage reports due. 
Fuel use tax reports and payment from 
transporters due. 
Mileage tax from passenger carriers due. 


December 20—— 
Cigarette wholesaler reports due. 
Oil production tax reports and payment 
due. 


December 31—— 
Amusement and 
and tax due. 
Gasoline reports from refiners and im- 
porters due. 

Gasoline tax reports and payment from 
dealers and transporters due. 

Gross receipts tax reports and payment 
from public utilities due. 

Motor vehicle fuel use tax reports and 
payment due. 


entertainment reports 
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LOUISIANA 





December 1 
Soft drinks reports due. 
Tobacco reports due. 


December 10—— 
Beer importer reports due. 
Gasoline importer tax due. 
Kerosene importer reports due. 
Lubricating oils importer reports due. 


December 15—— 
Beer carrier reports due. 
Gasoline carrier reports due. 
Intoxicating liquor reports due. 
Kerosene carrier reports due. 
Lubricating oils carrier reports due. 
Soft drinks reports due. 
Tobacco reports due. 


December 20—— 

Beer wholesale dealer tax reports and 
payment due. 

Fuel use tax reports and payment due. 

Gasoline tax reports and payment due. 

Kerosene tax reports and payment due. 

Lubricating oils tax reports and payment 
due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


December 31 
Bank shares tax due. 
Property tax due. 
Public utility supervision and inspection 
fee due. 





MAINE 
December 10—— 
Malt beverage manufacturer and whole- 
saler reports due. 
December 15—— 
Railroad and street railroad tax install- 
ment due. 
December 25—— 
Use fuel tax reports and payment due. 
December 31 


Gasoline tax reports and payment due. 
Liquor manufacturer license fee due. 





MARYLAND 

December 10—— 

Admissions tax due. 

Beer tax reports and payment due. 
December 15—— 

Income tax fourth installment due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 
December 30—— 


Motor fuel cargo lot purchases reports 
due. 
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December 31 
Gasoline tax reports and payment due. 


MASSACHUSETTS 
December 10—— 
Alcoholic beverage excise tax reports and 
payment due. 
Meals excise tax reports and payment due. 
December 20—— 
Cigarette tax reports and payment due. 
December 31 


Motor fuel tax reports and payment due, 
Motor vehicle registration fee due. 








MICHIGAN 
December 1 ; 
Steam vessel tonnage tax return and pay- 
ment due. 


December 5—— 
Gasoline statements from carriers due. 


December 10—— 
Common and contract carrier reports and 
payment due. 


December 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 


December 20—— 

Cigarette tax reports and payment due. 

Diesel fuel user tax reports and payment 
due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax reports and pay- 
ment due (last day). 

Gasoline tax distributor reports and pay- 
ment due. 


MINNESOTA 

December 10—— 

Alcoholic beverage reports from whole- 

salers, brewers and manufacturers due. 

December 15—— 

Income tax fourth installment due. 
December 20—— 

Cigarette tax reports and payment due. 
December 23—— 


Gasoline tax reports and payment from 
distributors due. 
Special use fuel tax reports and payment 


due. 
Tractor fuel seller reports due. 
MISSISSIPPI 
December 1 





Bank share tax due. 

Electric light and power, express, pipe- 
line, railroad, sleeping car, telegraph and 
telephone company tax due. 
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December 5—— 
Factory reports due. 


December 10—— 
Admissions tax reports and payment due. 


December 15—— 

Compensating (use) tax reports and pay- 
ment due. 

Gasoline tax reports and payment from 
carriers due. 

Income tax fourth installment due. 

Light wine and beer retailer, wholesaler 
and distributor reports due. 

Occupation (sales) tax reports and pay- 
ment due. 

Timber severance tax reports and pay- 
ment due. 

Tobacco manufacturer, 
wholesaler reports due. 

Use fuel tax reports and payment due. 


distributor and 


December 20—— 
Gasoline distributor, refiner and processor 
tax reports and payment due. 


December 25—— 
Gas severance tax reports and payment 
due. 
Oil and Gas Board maintenance charge 
due. 
Oil severance tax reports and payment 


due. 


MISSOURI 


December 5—— 
Nonintoxicating beer permittee reports due. 


December 10-—— 
Oil inspection tax reports and payment 
due. 
Petroleum products receiver reports due. 


December 15—— 
Alcoholic beverage sales reports due. 


December 25—— 
Use fuel tax reports and payment due. 


December 31 

Ad valorem tax from merchants due 

Ad valorem tax from utilities due (last 
day). 

Franchise tax due. 

Freight line tax due. 

Gasoline distributor tax reports and pay- 
ment due. 

Real estate tax due (last day). 

Soft drinks manufacturer tax reports and 
payment due. 


Tangible personal property tax due (last 
day). 


State Tax Calendar 


MONTANA 
December 1—— 
Moving picture theater licenses issued and 
tax due. 


December 15—— 

Beer brewer, wholesaler and transporter 
tax reports and payment due. 

Crude petroleum producer reports due. 

Electric company tax reports and pay- 
ment due. 

Gasoline reports from carriers due. 

Gasoline tax reports and payment due. 


NEBRASKA 
December 1 
Domestic insurance company, except fire 
insurance company, premiums tax due. 
Personal property tax first installment due. 
December 10—— 
Cigarette distributor reports due. 


December 15—— 
Alcoholic beverage manufacturer 
wholesale distributor reports due. 
Gasoline reports from carriers due. 
Gasoline tax reports and payment due. 


December 31 
Tobacco distributors’ license expires. 


and 


NEVADA 
December 1 
Domestic insurance company, except fire 
insurance company, return due. 
December 4—— 
Property tax quarterly installment due. 
December 10—— 
Liquor reports by out-of-state vendors due. 
December 15: 
Alcoholic beverage manufacturer and im- 
porter reports due. 
Gasoline carrier reports due. 
December 25—— 
Fuel user tax reports and payment due. 


Gasoline tax reports and payment from 
dealers due. 


NEW HAMPSHIRE 
December 1 
Property tax due. 


December 10—— 

Alcoholic beverage manufacturer, whole- 

saler and importer reports due. 

Alcoholic beverage wholesaler tax due. 
December 15 

Use fuel tax reports and payment due. 
December 31 

Motor fuel tax reports and payment due. 
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NEW JERSEY 


December 1 
Bank share tax semiannual installment due. 
Property tax from railroad companies due. 
Public utility (using streets) third install- 

ment of tax due. 





December 10—— 

Bus (interstate) excise tax reports and 
payment due. 

Jitneys (municipal) gross receipts tax re- 
ports and payment due. 

December 20-—— 

Alcoholic beverage retail consumption and 
retail distribution licensee tax reports 
and payment due. 

Cigarette distributor tax reports and pay- 
ment due. 

December 25—— 

Bus (municipal) gross receipts tax reports 

and payment due. 
December 30-—— 
Gasoline reports from carriers due. 


Second Last Business Day—— 
Gasoline tax reports and payment from 
distributors due. 


NEW MEXICO 





December 1 
Property tax semiannual installment due. 
December 15—— 
Occupational gross income tax reports 
and payment due. 
Oil and gas conservation reports due. 
Severance tax reports and payment due. 
December 18—— 
Express company tax due (last day). 


December 20—— 
Motor carrier reports and tax due. 
Pipeline operator license tax due. 


December 25—— 
Gasoline tax reports and payment due. 
Use or compensating tax reports and pay- 
ment due. 


NEW YORK 
December 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
December 25—— 
Conduit company tax reports and pay- 
ment due. 
Public utility additional tax reports and 
payment due. 
December 31 
Gasoline tax reports and payment due. 
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NORTH CAROLINA 
December 10—— 
Alcoholic beverage reports from railroads 
due. 
Gasoline tax reports and payment from 
carriers due. 
Unfortified wine distributor and bottler 
tax reports and payment due. 


December 15—— 
Income tax fourth installment due. 
Sales tax reports and payment due. 
Spirituous liquor tax due. 
Use tax reports and payment due. 


December 20—— 


Gasoline tax reports and payment from 
distributors due. 
Use fuel tax reports and payment due. 


NORTH DAKOTA 

December 10—— 

Cigarette distributor reports due. 
December 15 

Beer tax reports and payment due. 

Gasoline tax reports and payment due. 

Income tax fourth installment due. 

Interstate motor carrier tax due. 
December 25—— 

Use fuel tax reports and payment due. 





OHIO 
December 10—— 
Alcoholic beverage reports from Classes 
“A” and “B” permittees due. 
Cigarette wholesaler reports due. 
December 15—— 
Cigarette use tax reports and payment due. 
Utility excise tax delinquent. 
December 20—— 
Gasoline tax reports from dealers due. 
Real and public utility property tax semi- 
annual installment due. 
December 30—— 
Gasoline tax reports from carriers due. 
December 31 
Gasoline tax due. 





OKLAHOMA 
December 5—— 
Operator reports of mines other than coal 
due. 


December 10—— 
Alcpholic beverage tax reports and pay- 
ment due. 
Cigarette wholesaler, retailer and vending- 
machine owner reports due. 
Gross receipts tax reports and payment 
from airports due. 
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December 15—— 

Gasoline tax reports from dealers, retailers 
and carriers due. 

Income tax fourth installment due. 

Mileage tax reports and payment from 
carriers due. 

Sales tax reports and payment due. 

Tobacco wholesaler, jobber and ware- 
houseman reports due. 

December 20-—— 

Coal mine operator reports due. 

Gasoline distributor and imported gaso- 
line purchaser tax reports and payment 
due. 

Property tax reports and payment from 
rural electric cooperatives due. 

Use fuel tax reports and payment due. 

Use fuel tax reports from carriers due. 

Use tax reports and payment due. 

December 31 

Oil, gas and mineral gross production tax 

reports and payment due. 


OREGON 
December 20-—— 

Alcoholic beverage tax reports and pay- 
ment due. 

Motor carrier reports due if tax is paid 
as per Table A or B. 

Motor vehicle broker and forwarder tax 
due. 


Use fuel tax reports and payment due. 
December 25—— 

Gasoline tax reports and payment due. 
December 31 


Motor carrier tax due if* tax is paid as 
per Table A or B. 


PENNSYLVANIA 
December ‘10—— 
Malt beverage reports due. 
Soft drinks reports due. 
Spirituous and vinous 
reports due. 
December 15—— 
Alcoholic beverage manufacturer tax re- 
ports and payment due. 
December 31 
Gasoline tax reports and payment due. 
Use fuel tax reports and payment due. 


RHODE ISLAND 
December 10—— 


Alcoholic beverage reports from manufac- 
turers due. 


December 15—— 
Gasoline tax reports and payment due. 
December 20-—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 


State Tax Calendar 


liquor importer 


SOUTH CAROLINA 
December 1—— 
Alcoholic beverage wholesaler reports of 
alcoholic beverages received due. 
December 10—— 
Admissions tax reports and payment due. 
Alcoholic beverage wholesaler and retailer 
reports of alcoholic beverage sales and 
additional tax due. 
Power tax reports and payment due (last 
day). 
December 15—— 
Income tax fourth installment due. 
December 20-—— 
Fuel oil dealer reports due. 
Fuel oil user tax reports and payment due. 
Gasoline tax reports and payment due. 
December 31 
Property tax installment due. 


SOUTH DAKOTA 
December 1 
Motor carrier of passengers tax due. 
December 10-—— 
Motor carrier in interstate commerce re- 
ports and tax due. 
December 15—— 
Alcoholic beverage sales reports due. 
Gasoline reports from carriers and retail 
airplane vendors due. 
Gasoline tax from dealers due. 
Use fuel reports from carriers due. 
Use fuel tax reports and payment due. 
December 20—— 
Passenger mileage tax due. 
December 31—— 
Gasoline tax reports from dealers due. 


TENNESSEE 

December 10—— 

Alcoholic beverage reports due (last day) 

Barrel tax on beer due. 

Gasoline tax reports from carriers due. 
December 15—— 

Fuel user reports due. 

Use fuel reports from carriers due. 
December 20—— 

Gasoline tax reports and payment from 

distributors due. 

Oil-production tax reports and payment due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 
December 31 

Motor carrier tax due. 


TEXAS 
December 15—— 
Beer tax reports and payment due. 
Oleomargarine dealer tax reports and 
payment due. 


1119 





December 20—— 
Liquefied gases and liquid fuel tax reports 
and payment of users due. 
Motor fuel reports from carriers due. 
Motor fuel tax reports and payment due. 


December 25—— 
Carbon black production tax reports and 
payment due. 
Cement distributor tax reports and pay- 
ment due. 
. Natural gas production tax reports and 
payment due. 
Prizes and awards of theater tax reports 
and payment due. 


December 30—— 
Oil production tax reports and payment due. 


December 31 - 
Chain store tax due. 


UTAH 
December 10—— 
Liquor licensee reports due. 
Use fuel reports from carriers due. 


December 15—— 
Excise (income) tax fourth installment due. 
Use fuel tax reports and payment due. 


December 25—— 
Gasoline reports of carriers due. 
Gasoline tax reports and payment from 
distributors and retailers due. 


VERMONT 
December 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 


December 15—— 
Corporation income tax fourth 
ment due. 
Electric light and power company reports 
and tax due. 
Personal income tax fourth installmént due. 


December 31 
Gasoline tax reports and payment due. 
Sleeping, parlor and dining car company 
tax due. 


install- 


VIRGINIA 

December 5—— 

Individual income tax due. 

Property tax due (last day). 
December 10—— 

Beer dealer, bottler and manufacturer re- 

ports due. 

Tobacco tax from warehousemen due. 
December 20—— 

Gasoline tax reports from carriers due. 


Use fuel tax reports from dealers and 
resellers due. : 
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December 31 
Gasoline tax reports and payment due. 
Use fuel tax reports and payment due. 


WASHINGTON 
December 10—— 
Malt product brewer and manufacture 
reports due. 
December 15—— 
Butter substitutes reports and payment dy 
Cigarette drop shipment reports frog 
wholesalers due. 
December 20—— 
Use fuel tax reports and payment due, 
December 25—— 
Gasoline reports from carriers due. 
Gasoline tax reports and payment due, 


WEST VIRGINIA 

December 10—— 

Alcoholic beverage tax reports and pa 

ment due. 

December 15—— 

Cigarette use tax reports and payment d 

Sales tax reports and payment due. 
December 30-—— 

Gasoline tax reports and payment due, | 


WISCONSIN 
December 1 
Property tax from street railways and 
carriers and heat, light, power, com 
servation and regulation and pipelin 
company due. 
December 10—-— 
Alcoholic beverage reports due. 
Cigarette wholesaler and manufacture 
reports due. 


December 15. 

Coal dock tax due. 

Grain elevator tax due. 

Scrap iron and scrap steel dock tax dué 
December 20—— 

Gasoline tax reports and payment due. 


WYOMING 

December 1 

Metalliferous miner reports due. 
December 10—— 

Gasoline tax reports from carriers due. 
December 15—— 

Gasoline reports from dealers due. 

Gasoline tax reports and payment fron 

wholesalers due. 
Motor carrier tax reports and payment due 
Sales tax reports and payment due. 


Use tax reports and payment due. 
December 31 


Express company gross receipts tax dud 
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